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I, DAN DOONAN, declare:
Qualifications
1. Iam a Labor Economist III with the American Federation of State, County and Municipal
Emptloyees, AFL-CIO (*AFSCME?” or “Union”). 1 have worked with AFSCME since February
2008. Part of my responsibilities inelude analyzing the finances of employers in support of
AFSCME’s collective bargaining efforts and serving as a pension experts for affiliates of AFSCME
by evaluating, advising, and testifying on pension issues.

2. 1 graduated from Elizabethtown College in 1997 with a Bachelor’s of Science in Mathematics
and achieved a minor in Business Administration. Ialso passed the Society of Actuaries courses one
through four and the Enrolled Actuarial Exam (EA-1). In Fall 1997, Treceived an “A” grade ina
Statistical Sampling course at Georgé Washington University,

3. From August 2005 through Febrnary 2008, 1 served as the Assistant Difeetor of Research for
the National Association of Letter Carriers. Part of my responsibilities included providing economic
research; serving as lead analysis for collective bargaining process; releasing periodic updates on pay

charts, Cost of Living Adjustments (“COLA™), and the effect of pension accruals; and reporting on

| financial performance of major postal organizations.

4, From August 1998 through August 2005, I served as a Consultant Actuary to the Retirement
Practice at Buck Consultants (“Buck™). Part of my responsibilities included managing the
preparation of actuarial valuations for pension and post-retirement health care plans, as well as
preparing government forms related o pension plans, consulting on plan design issues, processing
retirement calculations, producing benefit statement, and pricing plan changes. From September
2001 to November 2003, I served as Buck’s on—site leased employee to Ford Motor Company
(“Ford”) and provided support within Ford’s Treasury Department. Part of my responsibilities -
included producing pension plan funding and expense projections; providing costs analyses for a
wide range of employee benefit issues; serving as the contact person responsible for administering
two small pension plans; reporting on the status of Ford’s pension plans to various parties such as

investors; determining the cost impact and human resources implications of pension plan design
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issues, including comparisoﬁs of defined benefit, defined contribution, and cash balance plans; and
studying interest rate sensitivities and effects on funding and PBGC premiums on Fotd’s plans.

5. From May 1997 through August 1998, I served as a Mathematical Statistician for the United
States Department of Labor where [, amongst other things, selected survey samples and processed
weighted means and variances, including adjusting for non-response. 1 also authored a paper on the
effect of using replication to estimate Variaﬂces for the National Compensation Surveys (“NCS™),
which compared the results under replication 10 those published under the current method (Taylor-
seyies approximation).

6. My professional training and past work experiences qualify me to review and interpret
actuarial, economic, and statistical models, surveys, and papers. I am also qualified to explain
accepted actuarial, econonme, and statistical concepts,

7. | In the past, I have testified before legislative bodies, including the City of Atlanta,
GA, and the Kentucky Pension Taskforce. I'have been qualified as an expert in multiple state
proceedings.

8. I have personal knowledge of the facts set forth below and if called as a witness I
could and would testify competently thereto.

Relevant Definitions

9, The “Annual Required Contribution” (“ARC”) is the “amount of money that actuaries
calculate the employer (and employees) need to contribute to the retirement plan during the current
year for benefits to by fully funded over time.” (See Gurza Decl, Exh. 1, p. iv.) The employers’
share is calculated by subtracting employee contributions from the ARC.

10.  The “normal cost™ of retirement benefits refers to the “portion of the total present
value of benefits that actuaries allocate to each year of service. It can be thought of as the annual
premium that the em.ploye.r must contribute to fund the benefit. It is a part of the ARC.” (Gurza Decl,
Exh. 1, p. iv.) This term essentially refers to the present value of the retirement benefits a worker
earns in a particular plan year.

11, “Actuarial accrued liabilities” (“AAL”) refers to the “value today of all past normal

costs. Retired employees are no longer accruing benefits, so their actuarial accrued liability is the
3
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entire value of the benefil. The liability represents the value of benefits promised to employees and
retirees for services already provided. This concept applies to both the pension liability and retiree
health care liabilities.” (Gurza Decl., Exh. 1, p. iv.) The AAL is synonymous to the value of benefits
already earned in exchange for employees’ and retirees’ past service.

12, “Unfunded actuarial accrued liabilities” refer to the “unfunded pension obligation for
prior service costs, measured as the difference between the accrued liability and plan assets to the
difference between its actuarial accrued liabilities and the value of assets accumulated to finance an
obligation. When using the actuarial value of plan assets, it is also referred to as the Unfunded
Actuarial Accrued Liability [("UAAL™].” (Gurza Decl., Exh. 1, p. iv.)

13.  The “discount rate” of a retirement plan is the anticipated rate of return on
investments, which is assumed when measuring whether current savings are adequate to meet {uture
obligations or determining the present value of the plan's future benefits obligations for purposes of
computing the ARC or UAAL. (Exh. 1.) The aforementioned report was prepared by Boston
College’s Center for Retirement Research. Such a report is well-regarded in the industry and relied-
upon by experts of the trade. A true and correct copy of the report is attached as Exhibit 1.

14. A *defined benefit” plan (“DB Plan™), or a pension plan, is an employer-sponsored
retirement plan which guarantees lifetime benefits to members. The employer ofien bears all of the
risk attributable to funding the benefits provided by the plan, though employees bear some funding
risk in the form of increased contributions. (Gurza Decl., Exh. 1, p. 57.) The retirement benefits are
determined based upon a formula that includes factors such as salary history and duration of
employment.

15.  “OPEB” is an acronym for “Other Post-Employment Benefits.” It includes other

benefits, besides pension benefits, available to eligible retirees and, in soine cases, their beneficiaries.

Medical benefits are a major component of OPEB.

16, “GASB” refers to the Governmental Accounting Standards Board. GASB is an
independent organization that establishes and improves accounting standards for local governments
in the United States. Around 2004, GASB issued standards requiring state and local governments to
disclose their OPEB UAALs.
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Contract and Retirement Bargaining

17. 1 was and am personally involved in AFSCME Local 101’s negotiations over
retirement benefits including negotiations regarding the City of San José (“City™) proposal that
resulted in Measure B. Tam familiar with Measure B. |

18.  While I recall hearing people refer to Alex Gurza and seeing him present information
to the city council, I do not remember Alex Gurza being directly invelved in the negotiations related
to Measure B.

19.  In the past, the City has improved employees’ retirement benefits. For example, in
1975, the City increased the Federated City Employees’ Retirement Plan's {(“Federated Plan™) benefits
formula to 2.5% of final compensation for each year of service. Previously, it was 2% for each year
of service for the first 20 years with additional 1.0% to 1.3% for additional years. (Gurza Decl., Exh. |
1, p. 14.) Furthermore, in 1984 and 1986 respectively, the City extended medical and dental benefits
to members of the Federated City Employees’ Retirement System (“System” or “Federated System”).
(1) |

20.  However, prior to Measure B, I am not aware of the City ever having cut benefits
owing to members of the Federated System. (See also Gurza Deecl., Exh. 1, p.14.)

Substance of Measure B

21.  Measure B requires City’s employees who elect to retain the pension plan in which
they have worked and acerued benefits to make additional contributions in increments of 4% of
pensionable pay per year up to a maximum of 16% of pensionable pay per year for the purpose of
funding up to 50% of the cost of the City’s pension UAALS. (Section 1506-A.) In the altemative,
City employees who cannot afford these wage deductions may enrell in an alternative plan providing
them with a substantially lower level of benefits. (Section 1507-A.) However, the choice to take the
alternative plan must receive_IRS approval before workers can choose to take that option. IRS
approval is by no means a given in this case, which would leave all workers with up to 16% of pay
going toward increased pension contributions.

22.  Ihave reviewed the actuarial reports provided to the City, many of which were

included as exhibits to Alex Gurza’s declaration, and I was unable to locate any language within
5
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suggesting that the City a.cloptecl the contribution rates specified by Section 1506-A of Measure B and
described above. Based on this fact, I conclude that the City did not set those contribution rates
based upon the recommendation of the plan actuary.

23, Section 1506-A of Measure B imposes a liability on employees and retirees for
benefits they have already earned and for which they have already paid (through contributions made
at the time the service was earned). Impoéition of obligations associated with the Systems’ UAALSs
necessarily means that employees are required to pay for their benefits twice: once when such
benefits are earned (paying their share of the normal cost) and again as a result of funding
deficiencies and the Cily’s own decisions as to how 1o allocate its budget and direct investments
within the Plan (paying past service UAALS).

24. Furthermore, Measure B diminishes the value of active members' contributions 1o the
Federated Plan and also diminishes the value of their benefits already earned and accrued to date in
several ways. For example, Section 1507-A(b)(iv) pushes back aclive employees’ eligibility for
retirement by six months annuaily. As aresult, abtive employees will receive the same level of
benefits for their past service at a date furthér in the future than they would have in the absence of
Measure B, and they will receive payments for less monfhs.

25.  In other words, the present value of benefits received both ater in time and witha
reduced number of payments is lower than the present value of the same level of benefits received
earlier in time. Therefore, the value of active employees’ contributions for past service into the
Federated City Employees’ Retirement System (“System” or “Federated System™) and of the benefiis
already earned and accrued to date are lower than what they would be in the absence of Measure B.
Employees were required by the city charter to contribute 3/1 1ths of the normal cost in the past.
(Charter Section 1505.) However, if those normal costs had been calculated using a later retirement
date in past years, fewer contributipns would have been required from employees. Furthermore,
employees will have to wait much longer to start receiving benefits under Measure B than previously.
In this regard, Measure B is contrary fo the purpose and accepted understaﬁcling of a DB Plan:

providing retirees with a predetermined pension benefit based upon such factors as length of service.
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By altering the value of benefits owing 1o employees for pasl service, the City reduces the true value
of the monies to which they are enlitled based upon these actuarial formulas.

26.  Such a situation is analogous 1o a mortgagee allowing a borrower to delay payment on
a given mortgage principle for five years and to make payments for five fewer years. Suchan
arrangement would result in a significant reduction in the value of total amouni paid than if payment
commenced today and lasted for the entire term of payment. No financial institution would see this
alteralion as being of equal value, nor would they freely agree to such a modificalion, as they well
understand the reduction in value.

27.  Also, each year of delayed retirement results in a decrease in value of pension benefits
owing to an eligible employee. By way of comparison, the state of Washington calculated that a
public employee who retires ten years early Joses around forty percent of his/her lotal retirement
benefit. (Exh.2.) This translates to roughly a 6% decrease in pension benefits per year for someone
who retires ten years earlier. The Legislature of the Stale of Washington maintains the
aforementioned document on its official website, Such a report is relied-upon by experts of the trade.
A lrue and cotrect copy of the document is attached as Exh. 2.

28. Additionally, Towers/Watson, a leading global professional services company,
estimates a six percent per year reduction for an employee who retires ten years early at 55. (Exh. 3.)
Tower/Walson is well-regarded in the industry and its reports are relied-upon by experts of the trade,
A true and correct copy of the report is attached as Exhibit 3.

29.  Meanwhile, the additional required years of service prior to service retirement
required by Measure B also mandates further contributions from employees.

30.  Measure Balso reduces the Cost of Living Adjustments (“COLA”) owing for an
active employee’s past service, regardless of whether the employee opts-into the “Voluntary Election
Program” (“VEP”). (Sections 1507-A(b)(v), 1510-A.) It also gives the City Council the discretion to
suspend COLA payments in certain circumstances. (Jd ) As a resull, Measure B again decreases the
stream of benefit payments that was guaranteed before its adoption and makes it very likely that a
retiree’s pension benefits will not keep pace with inflation over time. In the past, employees”

contributions were also determined assuming that the COLA would be paid according to plan lerms.
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Differentiating Wage Reductions and Increased Benefits Contributions

31.  Inresponse to the rise in the liabilities attributable to the Federated System, the City
imposed on AFSCME members a wage reduction amounting to more than twelve percent of pay as a
component of its last, best, and final offer related to contract negotiations in 2011. AFSCME did not
agree to this, as the term "imposed" indicates.

32.  The City’s contribution rate grew from 15.3% in fiscal year (‘FY”") 2001 to 28.3% in
fiscal year ("FY") 2012. (Gurza Decl., Exh. 58, p. 7.} This represents a pei‘centage rise of about 13%
of pay.

33, Consequently, AFSCME members now bear the burden of financing about 92% of the
increased costs of pension benefits to that point in time. T computed this sum by dividing 12%, the
approximate wage reduction described above, by 13%, the approximate rise in the pension
contribution rate between 2001 and 2012.

34,  Asis cxplzﬁned below, the City did not count such saerifices as part of AFSCME's
membets’ efforts to help the F ederated System regain solvency. |

35.  For various reasons, cutting employee pay for the purpose of funding retirement
benefits is not equivalent to requiring increased employee contributions towards retirement benefits,
and AFSCME has never treated the two as interchangeable. Essentially, pension benefits constitute a
percentage of the base salaries retirees received while they were working. Therefore, decreasing
active employees’ wages lowers the future promised pension benefit owing them, i.e. it lowers their
final average wages for purposes of calculating retirenient benefit levels. As aresult, it reduces the
normal cost of the benefits, or the present value of benefits earned over the course of the year in
question. |

36.  Inaddition, wage reductions for active employees do not affect the final compensation
with which retirees left service, so such reductions do not affect a plan’s UAALs with respect to |
retitees, However, wage reductions do, marginally, reduce a plan’s UAALSs over time with respect to
benefits already earned by current employees. Again, this is because decreasing wages may result in
a decrease in the employees’ final compensation, as defined by the retirement plan, witly respect to

the computation of the pension annuity at retirement. As a result, lowering wages only marginally
8

DECLARATION OF DAN DOONAN 330747.doc
Consolidated Case No. 1-12-CV-225926




o T+ B L = R B - o

| T O T o T o I N T N S N S A e T T T R I R e T
[=4- BN I« L W R A S =2 = T - - B+ WL Y R T 3 T B =

reduces a plan’s UAALs for current employees to the extent that the employees have not yet reached

‘'what would be their highest three years of salary.

37.  However, higher employee contributions towards pensions (as required by Section
1506-A of Measure B) are deducted from pensionable wages and do not effect the employees’
highest average pay. Therefore, while pay cuts effect employees’ pensionable wages, higher
contributions towards retirement benefits do not. These higher contributions simply feplace
contributions that should be made by the employer.

38.  When the City requires its employees to make increased contributions into its
retirement plans rather than cutting their pay, its compensation structure becomes more heavily tilted
towards retirement benefits. The difference might often seem negligible to the parties involved, as

the pay cuts or higher contributions discussed are typically less than 3% of pay. However, in this

1 case, with pension contributions possibly increasing by 16% of pay, it becomes possible for

employees to pay more than 32% of their pay towards retirement benefits but still to draw pension
benefits based upon their full, pre-contribution pay. On the other hand, when the City cuts its
employees’ wages, the employees draw lower levels of pension benefits based upon this smaller
income.

39.  With respect to the 32% of pay figure cited above, FY 2014 can be used as an
example. In FY 2014, Federated member pension contributions are estimated at 5.97% of income,
VEP contributions are estimated at 16% of income (once fully phased-in), and the FY 2014 OPEB
contributions are expected to be 10.74% of income. (City’s RIN B; Gurza Decl., Exh. 58, pp. ii, 5;
Gurza Decl., Exh. 60, p. 9.) .

40.  Furthermore, Measure B requires City employees to pay up to half of the Systems'
unfunded liabilities. (Section 1506-A.) However, any wage concessions/pay-cuts already realized,
and those that the City may impose on AFSCME members in the future, do not count towards this
requirement. As a result, pursuant to Section 1506-A, AFSCME members will eventually pay 4-6%

of their salaries towards financing the normal costs of pension benefits' and up to 16% of pay toward
pay

' This is the historic range for normal costs.

9
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the System’s UAAL; this is in addition to the 12%- pay cut that the City imposed on them in 2011
that the city stated was to address retirement costs.

41, 1am not aware of any benefits, above that too which they are already entitled, the City
has extended to its employees in exchange for the benefits reductions affected by Measure B.

42. It therefore cannot be said that the changes Measure B makes to employee pension and
retirement come with any commensurate benefit or that the detriment produced by Measure B is
offset in any way.

The Effect of a Declining Payroll

43.  The increase in the City’s contribution rate as a percentage of payroll 1s largely driven
by adecreasing Tier 1 (current employee tier) payroll. This fact is also acknowledged in Cheiron's
actuarial valuation. (See, e.g., Gurza Decl. Exh. 38, p. iii (*The large increase in the contribution rate
is mainly due to decreasing Tier 1 payroll which causes the unfunded accrued liabilities to
increase.”).) Such cuts heavily impact the amortization of the City’s unfunded liabilities. (See, e.g.,
ibid.) When the City reduces its payroll, its pensiont contribution rate spikes as measured by a
percentage of payroll; this is because pension costs are less affected by changes in payroll than
payroll itself (as much of the costs are legacy costs) and because pension contributions are being
measured against a smaller payroll.

44,  The City’s Federated payroll fell from $323 million in fiscal year 2009 to $240 million
payroll to increase during this time (Exh. 4 (Cheiron’s Actuarial Valuation re Federated City
Employees’ Retirement System, June 30, 2010), p. 15), payroll decreased approximately 26%. (I
arrived at this percentage with a calculation involving the $323 million and $240 million figures
above.) Tier 1 payroll is projected to further fall to $205 million in 2014, (Gurza Decl., Exh. 58, pp.
ii-iti, 28.) Tier 1 payroll would have to be increased by roughly 85% in FY 2014 to be equal to what
was being projected in 2009. This is based upon payroll of $323 million in 2009, five years of
growth at 3.25% per year (yielding an expectation payroll at $379 million), and the percentage

increase of $205 million required to equal the projections of only a few years ago.
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45,  There is also something of a domino effect, where employee attrition increases
because vested emplo'yees leave service for better opportunities or retire earlier than planned due to
diminished wages or the impact of diminished wages on their pension annuity caleulation . In fiscal
year 2012, the Federated System’s pension costs increased by approximately $23,934,600 due to .
earlier-than-expected retirements. (Here "expected" means the historical and actuarially-derived
assumptions adopted by the retirement board on advice of plan actuaries.) (Gurza Decl,, Exh. 38, p.
19.) In fiscal year 2011, the Federated System’s pension costs increased by about $34,778,000 due to
early refirements. (Exh., § (Cheiron’s Actuarial Valuation re Federated City Employees’ Retirement
System, Tune 30, 2011-November 2011), p. 17.) Together, the City experienced losses of about
$58.7 million in 2011 and 2012 due to early retirements alone.

46.  However, earlier Cheiron valuations did not even report any increase in pension costs
due to early retirement as a separate item, (See, e.g., Exh. 4.) For a variety of reasons, workers
generally tended to work past the date of initial retirement eligibility. For instance, workers often
liked their jobs and do not mind staying in them longer than is required. This no longer seems to be
the case. In FY 2009, the Federated plan reported 112 retirements during the year. During the
Measure B campaign, and following the large pay reduction, the number of new retirees during FY
2011 rose to 307, Despite the flood of retirements in FY 2011, new retirements remained high in FY
2012, with 176 deciding to retire. (The names of retirees are reported at the end of the Federated plan
Comprehensive Annual Financial Reports (“CAFR™), and the specific figures were obtained by
counting the names shown in the FY 2011 CAFR and the FY 2009 CAFR.)

47, These earlier-than-expected retirements would have a similar effect on OPEB
Habilities, inflating costs and decreasing plan payroll as one pays in for fewer years and receives
benefits for more years by retiring earlier,

48.  In sum, earlier than anticipated reﬁrelﬂents represents a form of unexpected adverse
selection with the following effects: (1) elimination of expected revenue streams because the
percentage of early retirees’ wages are no longer contributed to the plan; (2) loss of time-value of
such contributions (or investment returns); (3) longer retirement periods; and, most importantly (4)

increased plan liabilities from earlier-than-anticipated benefits payments with respect to the early
| 11
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retirees; (5) dramatic gainé in OPEB UAAL (as early retirees are not Medicare eligible); and (6)
where early retirees are not replaced, as is often the case here, the resulting attrition means a smaller
base of contributing employees and plan payrol] over which to pay for the promised benefits.

49.  For active elnployeeé who must work under the terms imposed by Measure B, the
affects of obligating them to assume responsibility for financing UAALS, for the first time and in this
context, are especially pronounced. They are required to shoulder the burden of UAALS associated
with not only their own, but also current retirees' service. The obligation for active employees
balloons when, as indicated above, the plan suffers an exodus of early retirees.

50. In addition to the above, Measure B both closes off the current tier to new hires and
imposes the cost of UAALS on active employees. Because Measure B ¢loses off the current tier
pension plan to new hires (sections 1506-A—1508-A), it further creates a spike in contribution rates
associated with current employees (Gurza Decl., Exh. 58, p. 5) as the future payroll of those
remaining in Tier 1 shrinks and is used to amortize unfunded liabilities. When the City closes Tier |
no future participants will join the tier to help pay off its unfunded liabilities, and new hires start with
a clean slate. Resultantly, the percentage of pay required to pay off the unfunded liabilities wili
continue to rise dramatically for the individuals remaining within the tier, until the cap of 16% of pay
is hit after 4 years. This will assure that additional employee contributions that would help pay off
the unfunded pension obligations would certainly be at 16% within four years, and remain there
thereafter.

51.  Measure B also permits active employees to enroll in the VEP alternate retirement
plan. (Sections 1507-A.) Individuals who do so are no longer within the Tier 1 plan; this will also
lead to a diminishing payroll within the Tier 1 plan and increase the burden on those remaining
within the plan to cover the cost of its liabilities.

52. By closing off the Tier 1 plan to new hires, Measure B guarantees that the City’s
contribution level as a percentage of its payroll will continue to increase since its Tier 1 payroi will
continue to shrink.

53.  Furthermore, the City benefits from its smaller payroil by paying the nornal cost of

retirement benefits on the lower Tier | payroll. (Gurza Decl., Exh. 58, p. iii.) Cost avoidance of
12
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future service acernals is equal to payroll cuts times normal cost. The normal cost of the City’s Tier
1 pension contribution rates for fiscal year 2013 is approximately 15%, and it is approximately
15.61% for 2014. (Gufza Decl., Exh. 58, p. 4.) Therefore, for every $100 of payroll the City cuts, it
saves $15-$15.61 per year for someone who would have been in Tier 1 during this time.

54, By cutting its payroll by approximately $83 million between 2009 and 2013
(difference between $323 million payroll in 2009 and $240 million payroll in 2013), the City saved
approximately $11 to $13 million in normal cost pension contributions. I arrived at the high-end $13
million figure by multiplying this savings amount by 15.61%, or the percentage of the City’s
contribution rates attributable to normal costs in FY end 2014. (Gurza Decl. Exh. 58, p. 4.) Tarrived
at the low-end approximate figure by multiplying the savings amount by 12.76%, or the percentage of
the City’s contribution rates attributable to normal costs in fiscal year end (“FYE™) 2012. (Exh. 4, p. i
(LETTER OF TRANSMITTAL).)

55.  Insummary, the City has greatly contributed to the escalation of its pension
contribution rates (as measured by a percentage of payroll) by imposing huge pay cuts, instituting
numerous layoffs, taking actions that created a wave of carlier-than-anticipated retirements, and
excluding future workers from future payroll.

True State of Federated Pension Plans

56.  As will be demonstrated below, during this same time--June 30, 2009 through June 30,
2012--the City's pension AALs increased at a much lower percentage than its contributions did.

57.  'The City’s pension contributions as a percentage of payroll rose from 1 53%inFY
2001 to 18.3% in FY 2009 to 25.8% in FY 2011 to 28.3% in FY 2012. (Gurza Decl., Exh. 58, p.7.)
City contribution rates are up to around 44.5% of payroll in FY 2013 and projected to be 55.3% of
payroll in FY 2014. (Gurza Decl., Exh. 58, p. 7.) This represents about a 55% increase from FY's |
2009 through 2012 and a 170% increase by FY 2014.

58.  However, its pension contributions for the corresponding years only rose from
$84.787 million in 2011 to $111.343 million (assuming continuation of SRBR) in 2014. (Exh. 4, pp. i
("Letter of Transmittal"), 18; Gurza Decl., Exh. 58, p. 1i.) That represents a 31% increase in

contributions during that time. Without the SRBR, its cstimated pension contributions in 2014 are
13
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even lower: $102.470 million. (Gurza Decl., Exh. 58, p. ii.) This represents about a 20% increase in
contributions during that time. And, again, this ignores the impact of 12% pay cuts imposed upon
current workers.

59, Howéver, the Federated System’s pension normal cost was about just 20.55% of pay
for as of June 30, 2011, (Exh. 5, p. 17) and its retiree healthcare accruals were worth 5.44% of pay
for FY 2011-2012, including the portion paid by employees. (Exh. 6 (2011 Cheiron OPEB Valuation
Report), p. 10.)

60.  Its pension assets rose from $1.757 billion in 2009 to $1.762 billion in 2012. (Gurza
Decl., Exh. 58, p. 28.) That'is approximately a 0% increase. _

61.  However, the City’s AALS only grew from $2.486 billion on June 30, 2009, to $2.884
billion on June 30, 2012. (Gurza Decl., Exh. 58, p. 28.) While its contribution rate grew by 55%
between FYs 2009 and 2012 (as stated above), its AALs only increased 16% during that same time.

62. Furtherr_nore, both retirement systems incurred more than $765 million in investment '
losses during fiscal years 2008-2009 and $214 million dollars in losses during the previous year.
(Gurza Decl., Exh. 1, p. 35.) Additionally, UAALS increased by about $750 million because
actuarial assumptions that were used to cost out the plan were changed. (Id. at 38.)

63. Included in the aforementioned increase in the Federated Plan’s UAALs were changes
in actuarial assumptions that did not impact actual plan payouts and only affected the way they are
funded. These include changes made in 2011 that increased the City’s UAALS by $187 million.
(Exh. 5, p. 17.) Therefore, the City’s pension UAALs increased by about $400 million between June
30, 2009, and June 30, 2012, with at least $187 million in that increase attributable to assumption
changés.

64.  The lower a plan sets its discount rate, the less it expects in returns on its investments.
Since investment income helps finance a retirement plan’s liabilities, a lower discount rate requires
higher party payments towards its retirement obligations than if it were to adopt a higher discount
rate. The City lowered the discount rate for its pension plan from 8.25% prior to 2009 to 7.5% in

2011-2012. (Decl. Gurza, Exh. 58, pp. 14, 28.)
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Cost of Living Adjustment

65.  Bven before the formal change to a guaranteed three percent annual COLA in 2006,
the System often paid out a three percent COLA each year; priﬁr to the change, the Federated Plan
had a ‘banked’ feature, meaning that if the Consumer Price Index (“CPI”) exceeded three percent in a
given year, the difference was banked and would be used in a year when the CPI was under three
percent, (Exh. 7 (2006 Gurza Memo Advocating Flat 3% COLA), p. 1.) The aforementioned
memorandum, labeled Exhibit 7, was produced by the City, and the Union maintains it in the regular
course of business. A true and correct copy of the memorandum is attached as Exhibit 7.

66.  The aforementioned ‘banked’ feature had the effect of smoothing out inflationary
volatility and ensured that retitees could expect a consistent 3% COLA each year, In years since the
changs to a consistent 3% COLA, the banked amount would have helped to increase the COLA
during years when CP1increased less than 3%. Only in times of persistent low inflation, and after the
banked CPT was exhausted, would this not happen.

67. 1 produced a chart, a true and correct copy of which is attached as Exhibit 8,

| demonstrating the annual changes in the cost of living since 1975 based upon yeatly changes in the

Consumer Price Index (“CPI”). This chart is based upon data from the federal Bureau of Labor
Statistics, the principal fact-finding agency for the Federal Government in the broad field of labor
economics and statistics and the agency that publishes CPI data. Sincé 1975, the average yearly
increases in both the CPI-U and the CPI-W have been close to 4%.

68.  While the Federated Plan may have paid smaller COLAs in some recent yeats, it
historically operated under the assumption that future COLAs would be three percent, which led the
plan actuary to claim that this change would not affect contributions when this was adopted. (See
Exh. 7, p.2; see also Exhibit 8.) Basically, the decision was to pay a COLA equal to what was
assumed in the funding mechanism. This had the appearance of no cost (as actual outcomes would
equal expected outcomes in the future). In truth, this means the plan would not benefit from
experience gains from time to time; however, the change did not create experience 1ossés —asit set
the actual benefit equal to plan assumptions. That means that this assunption was incorporated into

calculating the normal cost of the COLA component of the benefit. In other words, current
15
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employees who have been contributing to the plan during their employment have paid for this
benefit. Inany event, the fixed three percent COLA has not created ‘experience losses’ for the Plan.
‘Experience losses’ occur when actuarial assumptions are not fully realized.

69.  In fact, based upon the historical rise in the cost-of-living as demonstrated in Exhibit
8, retirees received less than the trug increase in the CP1 based upon a fixed 3% COLA.

70.  1In the years following the City's adjustment in the COLA formula (as described
above), the City's contribution rate did not change as a result of the formula adjustment. (Exh. 9
(2012 Federated CAFR), p. 101.) Since then, the City has not made any benefit changes that affected
Plan liabilities whatsoever. (Jbid ; Gurza Decl, Exh. 1, p. 14) The aforementioned document, Exhihit
9, was prepared for the Trustees of the Federated System and is available on the City’s public
website.

Retiree Healtheare

71.  In addition to the 12%+ wage reductions on AFSCME members, the City has cut its
payroll drastically as previousty discussed. (Gurza Decl., Exh. 58, p. 28 (showing plan payroll peak at
around $323 miliion in 2009 and at $226 mitlion as of August 30, 2012, an amount less than plan -
payrolt in 2001).) As a result, AFSCME members’ retiree heaith care contributions, as a percentage
of pay, have escalated. This is because when the workforce shrinks, the pool of wages on which
contributions is based also shrinks, although the City is stil} liable for payment of bencfits to all
vested employees and retirees. Where the City has adopted a prefunding model, it necessarily
obligates itself to increase its contributions and/or, as does Measure B, impose on the remaining
employees’ greater contributions towards funding the retirees’ benefits. This is the very definition of
an "inter-generational” {ransfer that Measure B specifically seeks 1o avoid. (See Section 1513-

Ac) ().

72.  GASB does not require government entities to prefund retiree healthcare plans; it only
requires that public entities disclose their unfunded abilities, though accounting rules do incentivize
prefunding. San José is one of the few jurisdictions that decided to prefund its retiree healthcare
plans. However, the City does not prefund its plan based on GASB assumptions; instead, it opts to

use its own set of funding assumptions. As writlen, Measure B requires prefunding.
16
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73.  Prefunding substantially increases the burden on active employees of financing retiree
health because it req'uires that they pay half of the costs of retirement benefits for themselves as well
as their predecessors and those who have retired and are receiving the benefit. it also shifts to them
the liability associated with imperfect actuarial predictions for both their benefits and those of current
retirees, including predictions related to longevity and health care cost inflation.

74.  As aresult, active employees will be required {o pay more into the Federated System
than the value of their own benefit accruals, or the normal costs of their retirement benefits going-
forward. Their share of contributions also escalates more quickly as more people retire earlier than
anticipated, and more so where retirees are not replaced with new hires, as has been the case with San
José,

75.  However, the annual benefit payments paid from the City’s retiree healthcare plans do
not change simply because it prefunds. The change in the City’s reported liabilities is due to a quirk
in the GASB reporting standards by which the City may apply a higher discount rate in reporting its
liabilities if it prefunds benefits. (See Gurza Decl., Exh. 60, p. 10.) Meanwhile, the City’s funding
mechanism ignores this quirk.

76.  For example, for the fiscal year ending 2013, the City would report its Federated
health plan’s liabilities using a discount rate of 3.3% if its contributions were made on a pay-as-you-
go basis. (Gurza Decl., Exh. 60, p. 10.) if the city were fully prefunding its Federated heaith plan, thel
City would uﬁlize a much higher 7.5% discount rate for GASB reporting purposes. (Id) For the
reasons previously articulated, the City’s repotted GASB liabilities would appear smaller if it were to
prefund its Federated health plan, thereby utilizing the higher discount rate. Therefore, GASB
provides a major incentive towards prefunding.

77. Because the full ARC for retiree healthcare would not be coniributed in FYE 2013, the
City will use a blended discount rate of 4.8% for reporting purposes. (Gurza Decl., Exh. 60, p. 10.) It
may move to a higher discount rate once it transitions into full prefunding. (See id.) Full prefunding is
currently scheduled to kick in for 2013-2014. (d, p. 7.)

78.  Even though the Federated health plan is using a 4.8% GASB reporting discount rate,

its discount rate for funding purposes remained at 7.5%. (Gurza Decl., Exh. 60, p. 3.) Because of its
' 17
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lower discount rate, it will report a much higher leve! of UAALs than it would with its 7.5% funding
discount rate.

79.  The true cost of retiree healthcare is the cash flow necessary to pay benefits, and the
cash flow necessary to pay those benefits does nol change by prefunding. Rather, prefunding simply
accelerates payment for future benefit, and allows for higher investment earnings. In other words, the
Federated System has the same level of liabilities that have to be paid. Prefunding does not change
that level; it merely accelerates payment of those liabilities and allows early payments to be invested
to earn investment returns.

The Union's 2009 agreement to share in "Prefunding" Retiree Health

80.  The City contends that Measure B simply puts into place the various Unions' 2009
agreement to increase }etiree health contributions in order to transilion to a prefunding model.
Factually speaking, this contention is incotrect.

81. In2009, when AFSCME agreed to prefunding and sharing the costs of retiree
healthcare on a one-to-one basis, it did so in an effort to preserve the.beneﬁt. In addition, in 2009 the
impact of a ramp-up to "pre-funding" was minimal compared to implementation of prefunding after
Measure B and the recent major changes in Federated Plan payroll. in fact, the Cily has not yet fully
implemented the 2009 agreement, and has recently imposed reduced benefits. As aresult, Measure B

requires employees to pay more money for less benefits; this was never the purpose of the 2009

agrecment.

82.  This is because of the subsequent severe reductions to plan payroll that occurred

because of pay cuts, layoffs of City employees, reduction in benefits and concomitant early

retirement that occurred after 2009. Because of these changes in experience, City employees are

shouldering a much higher portion of the burden of retiree healthcare than AFSCME antjcipated in
2009.

83.  For example, as discussed already, the dramatic level of early relirements as a resull of
pay cuts had a significant impact on the City's costs of retiree health because early retirees are not

Medicare-eligible. The pre-Medicare years are the most expensive years for retirce health purposes

18
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because once a retiree is Medicare-eligible, the retiree health plan functions as a wrap-around plan,
that is, it is secondary to Medicare.

84.  Additionally, the prefunding of retiree health benefits contributed to the lack of
stability of the Federated System’s retiree healthcare plans. I have reviewed Cheiron’s Federated
Postemployment Healthcare Plan’s Actuarial Valuation as of January 2013, and it shows that the
financing of retiree health on a pay-as-you-go rather than prefunding results in lower costs through
2031. (Gurza Decl., Exh. 60, p. 4.) The Cheiron projection shows pay-go contributions climbing due
to the assumption that health costs will continue to increase more rapidly than wages, as well as
incorporating demographic changes. However, prefuﬁding contribution levels immediately jump to a
much higher level. The difference in these contribution patterns would go into the plan as assets to
invest in order to pay for future benefits.

85.  Though Measure B was publicly sold with a theme of ‘sustainability’, and the funding
section (1513-A) was written to sound as though it assured sound funding that would help guarantee
that funds would be there to providé benefits to city workers, after passing Measure B, the City
immediately proposed to the unions, including AFSCME Local 101, closing the retiree health plan to
new hires as amended by 1512-A of Measure B. The implementation of such a proposal would
further undermine the sustainability of the retiree health plan because it shifts the burden of funding
the plan’s liabilities to an even smaller, shrinkiﬂg group of active empléyees (just like closing the
Tier 1 pension plan to new hires did). Now, a much smaller pool of workers would be responsible for
paying half of the city’s legacy retiree health costs. As those costs rise, as a percentage of payroll,
there would be immense pressure to devalue the benefits (including those for current retirees). The
contribution deal is essentially now being used as leverage to cut benefits that workers have paid for.

86.  These factors, in addition to the ones discussed above meant that although under the
2009 agreement the five year ramp-up wés expecled to result in an increase of contributions for
retiree health benefits from 3% to 7%, which was deemed acceptable in order to maintain the current
level of retiree health benefits, by 2012 implementing the ramp-up would mean an increase in

employee contributions to 15.5% for the same benefits (before the benefit reduction was imposed).
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87.  After cuts to the retiree healthcare benefit were imposed, workers are now expecting
contributions to increase to 10.74% for a much lesser benefit. (Gurza Decl., Exh. 60, p. 9.)

88.  Combining the move to prefunding, reduced payroll, and a reduction in the value of
benefits means that Measure B requires active employees to pay more for lesser benefits. Evidently, it
is not correct that Measure B's retiree health provisions are equivalent to the framework adopted in
2009 (which again, has not yet been fully implemented). Measure B also basically prohibits workers
from bargaining to address these changes, as the coniribution arrangement has been put into the City |
Charter.

Supplemental Retiree Benefif Reserve

89.  The Supplemental Retiree Benefit Reserve (“SRBR”) was functioning as designed
when it resulted in the distribution of "excess earnings" despite the Federated System incurring
unfunded liabilities. Although the SRBR was designed to siphon off "excess earnings" and distribute
them to retirees when actual returns exceeded what was expected, the provisions were not desighed to
take into account the funding status of the plan. (See generally City’s RIN (MuniCode 3.28.340); see
also Soroushian Decl., Exh. 1, p. 1.)

90.  The SRBR was designed to be based upon short-term investment earnings, not a long-
term funding trajectory. Thus, one should expect higher SRBR benefit distributions to result from a
higher level of volatility in investments markets, not from a stronger funding ratio.

City’s True Economic Stale

91.  The City’s governmental funds revenues grew around 2% while its governmental
funds spending shrank by around 12% over fiscal years 2003 through 2012. (Exh. 10 (City of San
José Comprehensive Annual Financial Report), p. 197.)

92.  Furthermore, the San José-Sunnyvale-Santa Clara Gross Domestic Product (“GDP”)
rose by 60% over that sarne time period. In the third quérter of 2012, the average weekly wage in
Santa Clara County was $1,800. (Exh . 11 (BLS County employment and Wages report).) This .
tranélates into an average yearly salary of $93,600. The Bureau of Labor Statistics is a part of the
United States Department of Labor. The cited source is a reputable and reliable governmental source

of matters within the agency’s expertise, and experté of the trade rely upon its publications.
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93.  The San Jose Metropolitan Area currently has an ecénomy larger than that of New
Zealand, Peru, oil-rich Kuwait, Hungary, and other countries. (Exh. 12 (U.S. Metro Economies
report).} This document was prepared by iHS, a leading global provider of critical technical
information, related decision-support tools and strategic and operational services. It provides
economic forecasts, industry analysis and market intelligence for over 200 countries and 170
industries, and has a staff of hundreds of expert economists and analysts worldwide. This company is

well-regarded in the industry and its reports relied-upon by experts of the {rade. A true and correct

| copy of the report is atlached as Exhihit 12.

94, From 2002-2011, the City’s Net Taxable Assessed Value, or inarket value of its
property tax base, was up by 57%, but property taxes were up only 35%. Sales taxes were up only
3.5% over the ten-year period, likely due to increased online sales and the general deterioration of the
ability to levy efficient sales taxes (e.g., taxing goods but failing to tax services in an econoiny
moving towards services). (Exh. 13 (COTCE report).) This document is maintained on the website
for the Commission on the 21* Century Economy (http:ffm.cotce.ca.gov), a Commission
established per executive order of former Governor Schwarzenegger. A true and correct copy of the
report is attached as Exhibit 13.

95.  The City’s attempts to raise revenue have been lackluster, and its taxing mechanisms
have been inefficient. The City’s governmental revenues were equal to 1.04% of GDP in 2002 and
0.73% of GDP in 2011. City revenues would have had te be 43% higher in 2011 to recoup the same
level of resources as existed in 2002. However, had the City raised such revenues, it may have been
able to effectively prefund its retiree health benefits without massive reductions in its workforce and
services to San Jose citizens. |

96.  The City was not forced into mstituting massive layoffs, service reductions, and
employee compensation reductions because of the rising retirement costs and reduced revenues. 1t
could have put tax increases on the ballot to raise revenues but failed to do so. It should be noted that
ballot proposals calling for increased revenues passed all throughout California the past election

cycles.
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97.  The City could have also considered alternative, and legal, ways o address retirement
costs, such as the proposal offered by its rank-and-file vnions.

98. By 2009, the City had faced large deficits every year for almost a decade (Exh. 14

'(message from Chuck Reed)) but only blamed its employees’ retirement benefits for the structural

defects leading to such deficits years after the troitbles surfaced. The aforementioned webpage is
maintained by the City of San José and available for viewing by the public,
LACK OF RECENT BENEFITS TO AFSCME MEMBERS

99. - The recent increase in the City’s contribution rate towards Federated System
retirement benefits is largely attributable to its declining payroll, revised actuarial assumptions, and
investment losses. (See e.g., Exh. 5, p. 3; Exh. 9 (Federated System audifor’s report for 2012), p. 57;
Gurza Decl., Exh 1, pp. 35-36, 38.) |

100, 14.28% of the rise in pension contributions as a percentage of payrol! from 2001
through 2012 was attributable to poor investment performance. 15.30% of the increase was due to
changes in actvarial assomption, and 6.75% was due to decreasing payroll. (Exh. 9, p. 101; Exh. §;
Gurza Decl., Exh. 58, p.5.) I have created a chart based upon the afore-cited sources which displays
the percentage increase of the City’s contribution rate since 200! atiributable to different factors such
as poor investment performances and decreasing payroll. (Exh. 15.) The Union maintains the chart
in its records in the regular cowse of bhusiness. A true and correct copy is attached as Exhibit 15.

101.  The recent increase in retirement costs not attributable to employee benefits increases
because AFSCME members have not realized a major gain in retirement benefits since 1984 when
the City Council granted them medical benefits and then in 1986 when it extended to them dental
benefits and created the SRBR. (Gurza Decl., Exh. 1, p. 14; Gurza Decl., Exh. 58, pp. 5, 11.) That
was about 27 years ago. |

102, In 1975, almost forty years ago, the City increased the.beneﬁts multiplier to 2.5%.
(Gurza Decl,, Exh. 1, p. [4.) The City has had decades to fund any liabilities resuliing from this
change, and anyone employed after that date would have contributed 1o funding the normal cost of

the increased benefii level,
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103.  The City established the Supplemental Retiree Benefit Reserve (“SRBR”) in 1986.
(Gurza Decl., Exh. 1, p. 14.) The SRBR oniy constituted around four percent of the City’s total
liabilities. (Jd., p. ii.) However, in recent years, when benefits were not paid from the SRBR, the cost
to the City of such benefits was $0.

104. The SRBR does not contribute to the City’s UAALs. By discontinuing the reserve, the
City simply reallocates SRBR monies amongst the UAALSs of its other retirement plans.

105. Federated members also began to receive retiree dental benefits in 1986. (Gurza Decl.,
Exh. 1,p. 14.) They are required to pay 27% of the present value of its future normal costs and 27%
of the total accrued liabilities, based upon cost sharing mechanism laid out in the city charter.

106.  The establishment of reciprocity with CalPERS had no significant effect on the City’s
liabilities, (Gurza Decl., Exh. 1, p. 13 fn. 13.)

107. The redcfinition of “final compensation” in 2001 as the average compensation
earnable for the highest twelve-month pay period of a worker’s career did not result in a major
benefits gain for Federated System members. It increased benefits owing to active workers (and not
those retired already) by about 3.25%. This led to around a 1.51% increase in the City’s contribution
rate in 2001 and no farther increase in later years. (Exh. 9, p. 101.) The normal cost since adoption of
the change has reflected the change in costs, and employees have shared in that additional cost
aceording to the cost-sharing provisions that are in place (8/11ths city and 3/11ths employees). City
and employees have been funding this since adoption.

108. Despite the impact on past service, this change in the definition of *final
compensation” obviously did not have a material detrimental effect on the plan when granted in
2001. It would continue to increase the cost of future service, which would be split between both the
employer and employees in the same manner that pension conttibutions were split.

109. The 2006 change in the COLA to a guaranteed 3% percent annual adjustment did not
result in a major liability to the City for the reasons stated above. '

110. Furthermore, Federated System members did not receive any retroactive benefit
enhancements resuliing in the spike of its retirement systems® UAL’s in 2009. (Gusza Decl, Exh. 1,

pp. 36-38.)
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| typical-ina pay-go funding plan, where one generation pays for the benefits of the prior generation.

" {is trpe and correct and that I executed this declaration on April 3¢7, 2013, in Washington, D.C.

111, Thé actuarial and financial reports referred 1o in this declaration and forwarded as
Exhibits 4-6 and 9-10, concern the City’s retirement system funds, liabilities, and contribution rates
to the systems for the City and emploj;ees. They are mthm the City’s possession; they are also
publically available on the City’s website. The auditors® reports are found at
http:/Avww.sanjoseca.gov/index. aspxTnid=2421, the Federated System’s Comprehensive Annual
Reports are found on http:/fwww.siretirement.com/Fed/Plan/CAFR asp, and the City’s 2012 |
Comprehensive Annual Financial Report is found at |
http://www.sanjoseca.gov/archives/101/CA_RN1483.pdf. True and correct copies of said teports are
attached. '

112.  Withrespect o retires health, the City has already spent most of the contributions that

cutrent workers, many who have been contributing for decades, have made for past service, This is

However, in this case, it means that, since past employee contributions were already spent by the City
to pay for others® benefits, current workers face paying off half the liabilities for themselves and
refirees, and are essentially not credited with the contributions that they have already made,

1 declare under penalty of perjury under the laws of the State of California that the foregoing | .

N

N

Dated: Apnl 30,2013

By: A’Aﬂ /(1@4“ o

DAN DOONAN
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AT BOSTON COLLEGE

VALUING LIABILITIES IN STATE AND

LOCAL PLANS

By Alicia H. Munnell, Richard W. Kopcke, jean-Piarfe Aubry, and Launra Quinby* _

: INTRODUCTION

- To measure the liability of a pension plan requires
discounting a strearn of promised future benefits to
.the present. For public sector plans, what discount

© rate to use in this caleulation 1s a subject of great

" debate. State and Incal plans generally follow an
‘actuarial model and discount their liabilities by the
-long-term yield on the assets held in the pension

- fund, roughly 8 percent. Most economists contend

that the discount rate should reflect the risk associ-
ated with the liabilities, and given that benefits are
guaranteed under most state laws, the appropriate
" discount factor is a riskless rate, roughly 5 percent, as
. discussed below. Thus, the economists” modet would
produce much higher liabilities than those currently
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" Research at Roston Callege {CRR) and the Peter F. Dricker
Professor af Management Sciences at Boston College's Carroll
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-and Michael Travagiini for helpful comments. They nlso wish
o thank Beth Almeide for kelpful comments, which she was

' . generaus enough to provide even thaugh she disugrees with the

_ prentise of this brief.

reported on the books of states and localities. The in-
tensity of the debate is fueled by the assumption that

"~ the magnitude of the liabilities dictates the size of the
~ funding contribution and even how the pension fund

assets shpuld be invested.
‘This brief attempts to separate the question of
valuing Labilities from the questions of funding and -

investment. As background, it explains the cutrent
" approach to valuing Habilities in the private and
" public sectors. Second, it discusses why, given their

guaranteed status, state and local pension Habilities
should be discounted at a riskless rate and shows how

- much measured liabilities would increase by applying

such a rate. Third, it argues that valuing labilities is
only one factor entering the funding caleulation, and
that using a riskless discount rate dacs not necessarily

" mean that contributions should increase immediately.

otherpyblicatio



.15 addition. it explains that selecting a discount rate
- and choosing whether or not to invest in risky bonds
and equities are quite separate decisions. The conclu-
sion is that whercas using a riskless rate instead of
the assumed return on asscts produces a very high
“measure of public pension Habilities, such a change
does not have immediate Implications for funding or
~investment. And adepling a riskless vate has dear
advatages: it would uccurately reflect the guaranteed
nature of public sector benefits; it would increase the
* credibility of public sector accounting with private
" sector analysts; and it could well forestal] unwise ben-
efit increases when the slock market scars.

CURRENT APPROACH TO VALUING
LiaBILITIES

Valuing pension Habilities raises two questions. What
should be included in Habilities? And what discount
rate should be used to express those labilities in
today's dollars? The answers differ for the public and
private sectors,

The two main Hability concepts are the Projected
Benefit Obligation (PBO) and the Accumulated
Benefit Obligation {ABO). The PBO includes pension
benefits paid to retired employees, benchits earned
- to date by active employees based on their current
~ salaries and years of service, and the effect of future
* salary increases on the value of pension rights already

earned by active workers (A+B+C in Figure 1). The
ABO includes retirees’ benefits and benefits earned to
:date by active ernployees (A+B in Figure 1), but it docs
" not include the effect of future salary ncreases on
henefits of active workers. Neither concept intludes
" the impact of future service (D in Figure 1},

Twao types of rates are uged to discount Habilittes.
The first is the expected return on the assets held in
the penston fund. The second is a modihed yield

- curve of corporate bond rates.

PRIVATE PENSION PLANS

. When the Employee Retirement Income Security '
Act of 1974 (ERISA} established funding standards.
it followed the actuaries’ approach. Actuaries recog
nize the labilities associated with an ongoing plan
{the PBO), and adopt expected returns to assess the
ability of the assets in hand to cover future liabilities.

increase g past SETVICE
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If their estimates of obligations praved too low, they
revised their calculations, and the sponsar increased
its contributions.

In the 1980s, a rash of bankruptcies and plan
faitures showed policymakers that many sponsors did
not have the wherewithal to increase contributions
when the return on equities fel} short of expecta-

-tions. These failures placed enormous pressure o

the Pension Benefit Guaranty Corporation (PBEGC),

- the agency established to insure benefits of insol-

vent plans. To protect the PBGC, the government in -
1987 introduced an alternative minimum funding
requiremmentt. ‘That minimum is based on a concept
of benefits close to the ABO, a proxy for the benefits
the PBGC insures, discounted by modified corporate

. band rates to reflect the contractual nature of the

guarantee (see Table 1 on the next page).!

For their financial statements, private plan spon-
sors must follow guidelines established by the ac-
counting profession. These accounting rules require
that plans use the ABO to value their obligations
~ since the sponsor can always shut down the plan
— and use a low-risk rate to reflect the plans’ contrac-
tal, bond-like obligations. When reporting their cur-
rent year's pension expense, however, sponsers use
the PBO and a discount rate that reflects the expecied
return on pension fund assets.



“TABLE 1. APPROACHES To VaLuING LiaBuiIvies, 2009

Plan typefpurpese Governing entity

Liability concept Discount rate

Private plans

‘Funded status

Aetuarial ERISASIRC PRO Return on asscis {7.4%)
Currrent Hability* ERISASIRC ABO Coiporate bond rate? {5.6%)

* Financial reporting .
Fxpense -SECfFASB PBRO . Return on assets {7.4%6}
Tunded status SECFASE ABO ' Cosporate bond rate? (5.6%)

_ State and local plans )
" Funded status case PRO Return on assets {8.0%)
Financial reporting GASE - PRO Return on asscts (5.0%)

Sources: Governing entity and Hability concepts for private plans are [rom American Academy of Actuaries {2004); FASR

87 and FASE raz{R). Funding data are authors’ estimates based on the historical relationships between rates reported in

the U.S. Departrient of Labor's Form 5500 Series {2000-2007) and those in Standard & Poor's {2000-2009). Reporting

data for private plans from Standard & Poor's {2007). Reporting data for state and local plans are authors’ calculations from
~ Center for Retirement Research at Boston College Public Pension Database (PPD), 2c09.

STATE AND LOCAL PENSION PLANS

‘In the public sector, the tules for both reporling and
funding public pension plans are set out in Govern-
" ‘inent Accounting Standards Board {GASB) State-
-mients 25 and 27. GASB defines liabilities in terms
of the PBO. GASB 25 stutes that the discount rate

should be based en “an estimated long-term yield {or -

_ the plan, with consideration given to the nature and
mix of current and planned investments...."

The use of the PBO scems appropriate for pension

plans in the public sector. Benefits promised under
.a public plan are accorded s higher degree of protec-

tion than those under 2 private sector plait because,
under the laws of most states, the sponsor cannet
close down the plan for current participants.® That
_is, whereas ERISA protects benefits carned to date,

emplovees hired under a pubbc plan have the right to
" -carn benefits as long as their ernployment continues.”
o Thus, the PBO, which inchides the effect of future

salary increases on the vahue of pension rights already
. carmed by active workers, seems like the correct mea-
_ sure of Hability.®

As shown in Fignre 2, by 2020 the projecied

annual obligations behind the PBO for public plans

are significantly greater than those behind the ARO,
" which makes no allowance for plans’ additional obli-
gations resulting from rising salaries in the future.

Fioure 2. FuTure BENESIT OBLIGATIONS FOR

- Current StaTgfLocal RETTREeS AND ACTIVE

Workens, 2010-2078
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Source: Authors’ calculations from CRR PPD (aocg), vaTi-
pus annal reporits, and acluarial valuations.

The guaranteed naiuve of public plans’ benefits ~
because the sponser cannot shut down the plan for
current participants - alse means that the obligations
af public pension plans should he discounted at a
riskless rate of interest, which typically is below the
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‘ields that plans expect to earn on their investments
-{see Figure 3). This discrepancy is the nub of the
controversy.”

_'_VALUENG'L:ABEUT:ES iN THE PUBLiC
- SECTOR AT THE RiSKLESS RATE

" ¥or sponsors, trustees, Aiduciaries, or regulators who

“want to measure the funded status of a going con-

. cern that will mcet its obligations, the riskless rate is
the appropriate discount rate.’® Using the return on
‘the plan’s assers, as GASB recommends, produces
mislcading results. The refurns on the bonds and
stocks in the pension fund include premiums to

" “cover the risk of holding these assets, Discounting
. pension benefits using the expected yield on these

" securities fimplies that the entire yield is available to

- help pay future benefits, making no allowance for the -

cost of cxpected losses, which is represented by the

. . risk premium. It also suggests thata rise in the risk

premium improves a plan's funded status.
Standard financial theory suggests that future
streams of payment should be discounted at a rute
_ that reflects their risk.” In the case of state and lo-
cal pension plans, the risk is the uncertainty about
- whether payments will nced to be made. Since these:
benefits are protected under most state laws, the pay-
" ments are, as a practical matter, guaranteed. Conse-’
"quently, to assess accurately the status of aplan as a

going concern that will meet is obligations warrants

discounting its stream of future benefits by the risk-

free interest rate.'” :
Just what rate best represents the riskless rate is

. a subject of debate. Researchers have laid out some o
‘peneral characteristics.'* The rate should reflect as

little risk as the liabilites themselves, be based on _
fully taxable securities {because pension fund returns ..
are not subject to tax), and not have a premimn for

* liguidity (because most pension fund labilities are
- Jong ternt and do not require liquidity}."! Among

the interest rates quated in financtal markets, those

. onTreasury secutities come the closest 1o reflecting

the yield that investors require for getting a specific
surn of money in the future free of risk. Currently,
the yield un 30-year Treasury bonds, about 4 percent,
is likely less than the riskless rate due to the valuabie
Hiquidity they offer investors.”” Therefore, we would

* suggest increasing the current rate by about one per-

centage point and using a number of about § percent
for 2009.'¢

Figure 4 shows what habilities would look like
under alternative liability cowcepts and interest rates,

. In 2009, the aggregate lahility for the sample of 126

state and local plans in our database was $3.4 trillion,
calenlated under the guidance provided by GASB

25 - a PBO concept +nd a typical discount rate of 8
percent. Assets in 200¢ for these sample plans were © .
$2.y tritlior, vielding an unfunded habiity of $0.7

- trillion. Using a riskless discount rate of § percent

raises public sector PBO Habilities to $4.¢ triliion,
which yields an unfunded Hability of $2.2 trillion.

" FIGURE 4. AGGREGATE STATE AND LOCAL PENSION

LIARILITY UNDER ALTERNATIVE D1scoUNT RATE

CAssumprions, 2009
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- Although the present value nf plans’ promised’
Jbenefits depends on the choice of the discount rate,
the promised benetits themselves do not. When the
teachers or fire fighters retire, they will get the amount
caleulated under the plan provisions, and how that

" future amount is reported today has no impact on the

ultimate payment. But the chojce nf discount rate
does matter for measuring the funded status of pen-
siop plans..

* IMPLICATIONS OF A RISKLESS RATE -

Valuing pension Habilities using a riskless rate is of+

fen thought to have a number of implications - seme
valid and some not.”” One valid implication is that
sucha change would probably affect the attitudes of
government officials and taxpayers toward liberalizing
plan provisions when plang appear to be more than

- Ardly funded. One less valid implication is that chang-

Jing the valuatinn of liabilities would necessarily have
an enormous immediate impact on required annual
. contributions. And a totally invalid implication is that

" . the selection of the discount rate has any implicatinns

- for approptiate intvestments for public plans. The fol-
_lowing discusses each of these points in turn.

" PLAN DESIGN

Recognizing the riskless nature of state and local pen-
sion Habilities conld avoid the type of benefit liber-

. alizations that tnok place in the 19905, when many
state and local plans appeared to be overfunded. Fur

* example, in 1999, the Cahifornia Public Emiployees’

" Retiremnent System (CalPERS) reported that assets
equaled 128 percent of liabilities, and the California

~legislature enhanced the benefits of bath current and
fature employees. [t reduced the retirement age,

. increased benefit accrual rates, and shortened the

salary basc for benefits to the final year's salary™®
1f CalPERS Jiahilitics had been valued at the nisk-
lesg rate, the plan would have been only 88 percent
- funded.’® An accurate reporting of benefits to liabili-
ties would avoid this type of expansion for current
“employees. Similarly, an accurate accounting of Ii-
~ abilities would increase the incentive far paliticians to
- make necessary changes in retivement ages and ather
- provisions for iew rmployees to reflect the fact that
Amtevicans are Hving longer and healihier lives.

PLAN FUNDING -

1t is generally agreed that each'gcnerétién of taxpay-
ers should pay the full cost of the public services

" it receives. 1f 4 worker's compensation includes a
“defined benefit pension, the cost of the beneht earned

in that year {the normal cnst) should be recognized
and funded. nat deferred until the pension is paid in
retivemnent.”® The discipline of making state and local
governments pay the annual costs also discourages
govermunents from awarding excessively generous
pensions in Hen of current wages

Reducing the discount rate from about 8 percerit

" 1o 5 percent wauld raise the present value of benefits
. and increase the employer's normal cost from about

7 percent to abaut 15 percent of payroll {assuming the -
employer paid this full increment).** Since payrolls
account for ahout 28 percent of state and local bud-
gets, in normal times, the increase would be signifi-
cant, but manageable. Higher nornal cost payments
will ensure that adequate reserves are put aside for

Staday’s workers.

_States and localitics also have unfunded pen-
sion obligations because either 1) they did not put
away moncy at the tinte the benefits were earned
or provided benefits retroactively; or 2) the value of .
plang’ assets dropped unexpectedly. The cost of these '
unfunded Jubilities alse needs to be distributed in
surne equitable {ashion. As discussed above, with no
change in the amortization period, the adeption of a
5-percent discount rate would increase the unfunded
Tability fromy $0.7 trillien to $z.2 wrillion and thereby

“substantially increase the required amortization

payment. But, in reality, what would such a change
mean? Under current circumstances, states and
localities are not in any position to double or triple
their contributians. Therefore, implememlation of

“any change would have to wait until the economy and”

markets recover. Morcover, changing the discoumt
rate would have to be considered by the community
of actuaries, accountants, and spongors in the context

- of other changes, such as perhaps extending the -

ammrtization period from 10 to 40 years.® Thatis,
an increase in the measure of the unfunded lability
need not automatically translate into an immediate
and intolerable increase in annual amortization pay-

" ments for states and localities.



" PLAN INVESTMENTS

“The choice of a discount rate {or valuing liabilities”

. does not Himit the selection of 2 plan's assets. This

view conflicts with those who contend that not only

should Habilities be discounled by the riskless rate,
but also that public plans should not be invested in
risky assets. They argue that higher assumed returns
wllow taxpayers today to make lower contributions.

. 1f the anticipated retums do not materialize, assets
. will be inadequate and future taxpayers will be on

- the hook to make up the difference 24 So proponents
* of this argument contend that plan sponsors should

invest only m riskless assets,

' The problem with this argument is that it assumes
a most extreme degree of risk aversion. I sponsors
of public plans were averse to all risk, they would
require the pension funds to hold only Treasury secu-

- rities. But whett sponsors are willing to take at least
as much risk as the average investor, the premiums
on bonds and stocks cover their cost of holding these

investments.

. If sponsors of public plang are more willing and
“able to bear risk than the average investor — because
.they are perpetual entities and have the power to tax

— then the premiums on stocks and bonds will exceed
“the risk premiums they require. This “surplus” re-

turn reduces taxpayers’ net cost of paying future pen-

. gion liabilities. That is, the value of stocks and bonds

-to the pension funds exceeds their market value by
an amount reflecting the present vahie of this surplus
return.”

While discounting pension funds’ Habilities by
the expecied returns on their portfolios overstates
their funded stalus, measures that ignore the surplus
return could understate thetr funded status. Nev-
ertheless, a clear understanding of the status of a

. pension fund requires calculating the present value
" of lfabilities using the riskless rate. 11 also requires
- the explicit assessment of surplus returns, consid-

" ering their size, timing, and risks. Plans can then

adjust their funding strategies to reflect these surplus |

returns. One possible adjustment is tu aim for less
than 100-percent funding. The point here is that if
pension funds hold only riskless assets, they cannot
earn a surplus return.

CONCLUSION

* The argument is compelling that the habilities of pub-
_ lic pension plans, which are guaranteed under state

law, should be discounted by a rate that reflects their

- rigkless nature. Such a change would produce a large

number. Liabilities would rise fromn $3.4 tmillion to
$4.9 trillion, and with $2.7 trillion of assets on hard,
unfunded labilities would 1ise from $o.7 trillian to
$2.2 trillion.

What difference does such a change make? First,
a rnore realistic measure of the funded status of the
plans would deter plans from offering more gener-
ous benefits in response to supposed excess assets.
Second, it would increase the required payment for
normal costs, which would have an immediate, but

1nanageable impact on the budgets of states and

localities. In terms of the amortization payrents, a
change in the discount rate will increase the amount

- to be amortized, but the timing of the payments is

a policy decision. Finally, discounting by a riskless
rate does not imply that plans should hold only risk-
less assets. Managers of state and local plans could

* continue to invest in equities and other risky assets.
If the returns on these assets resemble their long-run
" historical performance, plans’ unfunded habilities

would be paid off more quickly than anticipated, as
the gaing gn their asgets exceed the retumns on Trea-

_sury securities.

~ Resolving the discount-rate debate would increase .
 the confidence of private sector observers in the re-
- ports of state and Jocal pension funds.



ENDNOTES

v The concept used by the PBGC is “curreint liabili-
“ties,” which differs from the ABO in two ways. First,-
- i requires a specific mortality table and, second,
it mandates that the discount rate be a four-year

_weighted average of the o-year Treasury rate {McGil}' :

-etal., zo1o}).

z ‘BRISA and the Internal Revenue Code (IRC) re-
quire plan sponsors to repott funding information to
the Department of Labor, the PBGC, and the Intermal

" Revenue Service {IRS); the agencies develop a joint
report: Form 5500,

-3 The IRS publishes interest rates, which, 5n the

- wake of the Pension Protection Act of 2000, consist
" of segment rates to reflect the timing of the plan’s

liabilities. The rumbets reported in the talile are the
- weighted average for these segments.

4 Financial Accounting Standards Board (FASB) 87
" allows plans to choose a discount rate from among

_ several corporate bond measures.

5 Statement z5 is titled “Financial Reporting for De-
. ‘fined Benefit Pension Plans and Note Disclosutes for
Defined Contribution Plans.” Statement 27 is titled
- *Accounting for Pensions by State and Loczal Govern-
mental Employers.” The provisions of GASB 25 and
27 became effective June 15, 1996.

6 National Conference on Public Employce Retire-
miert Systems {2010).

5 Steffen {2001). Assuming that employers are con-
stitutionally barred from changing all benefit provi-
sions slightly overstates the riskless nature of public
Habilities, since some states and localities can altet
the Cost-of-Living Adjusttnent (COLA) that they grant
beneficiaries from year to year. However, a survey of
the 126 plans it the CRR PPD shows that plans offer
" ing ad hoc COLAS account for only 20 percent of ag-
" gregate accrued Hability, Discounting ad hoc COLAs
.at 8 percent, rather than the risk-free rate, does not
-significantly alter the percent increase i liabilities.

. & This assessment differs from that of Bruwn and
Wilcox (2009), Novy-Marx and Rauh {zo0ga), and
_Bulow {198z}, who argue that the ABO is the pre-

* ferred concept becwuse it puts pension accruals on the

* same basis as wages and salaries.

g For more detaile, see Bronner {2008); Bader and

‘Gold {2003); Gold and Latter (zooB); Novy-Marx and -

Rauh {zc09b); and Amott (zoog).

10 For examyple, regulators do not mark down the
vahie of banks’ and insurance companies’ labilities
when risk premiums rise. To do so would pverstate
their solvency. This logic is behind Biggs’ (zo10)

" use of options to measure plans’ funded status. The

oplions formula discounts a planr's obligations at the
riskless rate.

11 in cconomics and finance, the analysis of choice

under uncertainty identifics the discount rate for
riskless payoffs with the rickless rate of urterest. See
Gallier {z001) and Luenberget {1947). This corre-

. spondence underlies much of the current theory and

practice for the pricing of risky assets and the setting
ofrisk premiums. See Sharpe, Alexander, and Bailey

. (2003); Bodie, Merton, and Cheeton {2008); and Ben-

ninga (2008}, '

12 Such an approach has been adopted by other

_public of semi-public plans. The Ontario Teachers'

Pension Plan 2009 Report used a discount rate in the
financial valuation of 4.6 percent, which was equal

to the yield of long-term Government of Canada Real
Return Bonds, plus 0.5 percent, plus the assumed in-
flation rate. 1n the Netherlands, fair value accounting
for defined benefit plans has replaced the traditional

~ actuarial approach (Ponds and van Riel, 2007}

13 Brown and Wilcox {zoog).

. 14 Novy-Marx aud Rauh {(zo0ga) employ a state-

specific taxable municipal bond rate hased on the zero
coupoen municipal hond curve. Their rationale is that
states are equally likely to default on their pension

obligations as on their other debt.

15 The 3o-year Treasury constant matuyity seties was
discontinued on February 18, zooz, and re-introduced’
oul February 9, 2000,

16 A s-percent rate is also consistent, for example,

with a riskless real rate of 2.5 percent and an inflation

. rate of 2.5 percent.

-17 1n addition 1o the reasons discussed below, using

a riskless rate may discourage the use of pension
obligation bonds and reduce the incentive to invest in
tiskier assels to reduce the size of the hability.



1% CaIPERS {2009).

3¢9 It is possible that benefits could be constrained-
through other means. But a cursory search surfaced

- .only one example: the Florida Retirement Systein.

" Despite being more than fully funded fram r9o8

" through 2006, Florida succeeded in restraining ben-
" efit increases through statulory stabilization methods.
. Article X of the Florida constitution, passed in 1976,

- requires that any proposed benefit increase must be

- accompanied by actuarially sound funding provisions..

“The subsequent addition of Part VII of Chapter 112
of the Flarida statutes stipulates that total contribu-
tions must cover bath the normal cost and an zmourtl
‘sufficient to amortize the unfunded Hability over no
more than 4o years. What is mote, the cornbination
‘of an employee's pension and Social Security benefits

“cannot exceed 100 percent of final salary. Asa result
of this legislation, Florida has not increased benefits

" substantially since the late 1g70s. See Peng (20049).

“20 The Actuarial Standards Board's Actuarial Stan-
dard of Practice No. 4 provides guidance for measur-
ing pension obligations and determining plans’ costs.

" 21 Johnson (1997} found that the relative generos-
ity of state and local government pensions is directly
related to the ability to underfund the plans.

2z Actuaries use a number of actuarial cost methods
to allocate the portion of fullire benefit payments
- to each year for funding purposes, but this exercise
simply calenlates the present value of the additional
fifetime benefit accrued to the current workforce by
_one more year of service,

23 Increasing the amortization period raises its own-
setof issues. For exarnple, payments made roughly
40 years or more in the future add fittle to the present
value of the payment strearn. Moreover, such a long
- amortization period might not be viewed as a credible
funding strategy by bond-rating agencies and others.

24 Baderand Gold {2003).

25 I, in the extreme, pension funds had no aversion
1o risk, their surplus return would equal the entire
difference between the returns on risky assets and
Treasury securitics. Adding the present value of this
surplus return to the funded status of a pension fund
would produce nearly the sume result as calculating
the present value of its Habilities using the expected
veturn on its portfolio.
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- APPENDIX A METHODOLOGY FOR CHANGING THE DISCOUNT RATE AND
MovinG FroM PBO 70 ABO

- To convert the PBO Hability reparted in plans’ annual reports to an ABO liability and to change the discount

_ rate assumption, we set up a model that projects the level of currently accrued benefits that state and local em-
ployers will need to pay in the future. To do this, we caleulate expected accrued benefits fox both active workers '
and retirees. The acrrued benefit is a function of a worker's salary and accrued service:

Efaccrued benefit) = fiservice, salary)
Accrued service depends on age, and salary depends on cither age alone ot age and pm]ectcd total service,
depending on whether the lability being calculated is an ABO or a PBO. Using age-service-salary matrices
" provided in the 2009 annual reports and actuarial valations of the 16 largest pension plans, we are able to de-
" ‘terpuine both the average accrued sewice of aclive cinployees in different age brackets and their average current
" salaries. The ABO equals:

E{accrued benefi,; } = 2.5% * accrued service ™ current salary

following the benefit formula used by most state and lacal penéioh plans. Converting this ARO t6:2 PBO

" requires assumptions about future salary growth. Plans’ annual reports provide projections of future wage

- growth for active employees of different ages as well us separation probabilities. The formula for expected
~fermination salary thus becomes: '

current 5 WEE

robability of emaining e }
salary =~ growth

 Eftermination salary} = ic employee until retirement

“[years until retirement p ugl
. The PBO can be caIm]ated as: '

E(benefit,, .} = 2.5% * accried service * termination mfary
Each individual's expected benefit is multiplied by the munber of active ernployees in each age bracket to gel an
apgregate yearly benefil that is paid by the emnployer {from the year the emnployee retives uniil death.
_ Retired workers are treated slightly differently than actives. Based on the CRR Public Pension Database
©(PPD), we know the total level of benefits paid to retired employees in 2069 and the proportion of those ben-
_efits owed to retirecs of different ages. We therefore assume that the aggregate yearly level of benefits received
" by-cach age group in 2009 is that group’s aggregate expected yearly benefit.
The active and retiree benefits are further enhanced by a 3-percent Cost-Of-Living Adjustment (COLA} each
" year. Finally, we use the RPz2000 mortality table used by most state and local plans to reduce the agprepate
Denefit paid by employers each year by the probability that all the retirees of each age are still alive in that year.
The result is a nominal stream of payments gwed by state and local emplayers to current employees and
rctirees. The PBO stream is normalized so that, discounted at plans’ assunied investment return rate of 8 per-
cen, it equals the reported aoog aggregate liability of the 126 plans in the CRR PPD. The ABG stream is simi--
farly adiiisted. With this model, we can change the discount rate of the Liability by “re-inflating” the normalized
- streurn of benefits by an & percent interest rate, and then re-discounting it using a different yield curve.
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WAC 415-02-320: Early retirement factors,

tof?

hitp://apps.leg wa.gov/wac/default. aspx?cite=415-02-320

WAC 415-02-320
Early retirement factors.

(1) What are early retiremant factors? Early retirement factors (ERFs) are used by the depariment to reduce a monthly
retirement benefit when that payment begins before the member has qualified for normal retirement based on age and service.
This reduction offsets the cost to the plan of paying the monthiy benefit for a longer time.

{2) In what situations will the department use an ERF?

{8} The department will use an ERF fo reduce a monthly benefit in any of the following situations, subject to the law governing

(i) You choose to retire early.

your plan, and subject to the exceptions in {b} of this subsection;

(i) You retire due to a disability before you are eligible for normal retirement.

(iii) You die before you are efigible for normal retirement, and your beneficiary is sligible for a monthly benefit,

(b} An ERF is not used in the following circumstances, although another method may be used to reduce benefits as required by

the laws governing each plan;

{i) You meet your plan's requirements for "alternate early retirement";

{i) You meet PSERS requirements for "early refirement”;

(i) You retire for service or due to a disability, from PERS Plan 1 or TRS Plan-1;

(W) You are a member of LEGFF Plan 1;

{v) You retire due to a duty-refated disability from LEOFF Plan 2

{vi) You retire due to a disability or die before retirement from WSPRS Plan 1; or

{vit) You retire due to a disability from WSPRS Plan 2,

(c) The following table shows the law governing plans that use an ERF:

Early Retirement

Disability Retirement

Death Prior to Retirement

LEQFF Pian 1: N/A N/A N/A
LEOFF Plan 2: RCW 41.26.430 RCW 41.26.470 RCW 41.26.510
PERS Plan 1; N/A N/A RCW 41.40.270
PERS Plan 2: RCW 41.40.630 RCW 41.40.670 RCW 41.40.700
PERS Plan 3: RCW 41.40.820 RCW 41.40.825 ROW 41,40.835
PSERS: N/A RCW 41.37.230 RCW 41.37.250
SERS Pian 2: RCW 41.35 420 RCW 41.35.440 RCW 41.35.460
SERS Plan 3; RCW 41.35.680 RCW 41.35.690 RCW 41.35.710
TRS Plan 1: N/A N/A _ RCW 41.32,520
TRS Pian 2: RCW 41.32.765 RCW 41.32.790 RCW 41.32.805
TRS Plan 3: RCW 41.32.875 RCW 41,32 880 RCW 41.32.895
WSPRS Plan 1: RCW 43.43.280 N/A N/A

RCW 43.43.280 NA RCW 43.43.295

WSPRS Plan 2;
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(3) How does the department determine the number of years on which to base the ERF? The calculatian varies amang
pians,

(a} ERFs are based on the number of years between the age at which you retire, or die, and the age at which you would have
qualified for narmal retirement based on age and service.

Example - early retirement: Sandy, a PERS Plen 2 member, applies for retirement at age 66 years and ghe manth with a tota! of
21.11 years of service. Her average final compensation (AFC) is $3,500.00, :

PERS Plan 2 provides for two percent (.02) of AFC per year of service. A PERS Plan 2 member must be age 65 to retire with
an unreduced benefit (i.e., normai retirement), but is eligible to retire with an actuarfally reduced benefit (i.e.. early retirement) at
age 55 with 20 years of service credit.

The difference between Sandy's age now (56) and the age at which she would have quatified for normal retirement (age 65) is
8 years and 11 months. The corresponding ERF is 0,3987. Therefare, the department will multiply Sandy's AFC of $3,500 x .02 x
21.11 (service credit years) x 0.3087 (ERF). Sandy's manthly retirement benefit will be $589.16.

{t) WSPRS Pian 2 only: The ERF used to calculate your survivar's monthly benefit if yau die before retirement is based on the
number of years between the age at which you die and age fifty-five (55) or when you could have attained twenty-five (25) years of
service, whichever is less, See RCW 43.43.295,

Exampie - early retirement: The survivor benefit, in this example, will also have a reduction applied for 100% joint and survivor
optian, based on the difference between John's age and his survivar's age,

John, a WSPRS Plan 2 member dies prior to retirament. John is age 40 and has 15 years of servica at the time of his death.
John's Average Finat Salary (AFS) is $4,000. Jahn's surviving spouse is aiso age 40.

Since John would have attained 25 years of service before he would hava attained age 55, the ERF used to calculate his
survivar's banefit wil be based on the 10 years it wauid have taken him to reach 25 years of sarvice. The corresponding ERF for
10 years sarly retirement is 0.403. The corresponding joint and survivor (J&S) factor that will also be applied to the benefit is
0.889.

Therefore, the department will mutliply John's AFS of $4,000 x .02 x 15 (service credit years) x 0.403 (ERF) x 0.889 (J&S;).
John's survivor will receive a monthly benefit of $429,92,

(c) TRS Pian 1 only: The ERF used to calculate your survivor's monthly benefit if you die before retirement is based on the
number of years between tha age at which you die and the age at which you woutd have first become eliginle to retive under RCW
41.32.480. See RCW 41.32.520.

Example - death before retirement: Robert, 2 56 year-old TRS Plan 1 member, died April 1, 2008, with 23.17 years of service
credit. His AFC is $3,171.74.

TRS Plan 1 provides an unreduced benefit (Le., normat retirement) at age 55 with 25 years of service credit,

Robert's wife, Karen, will receive an actuarially reduced benefit based on the date Robert would have first quslified for an
unreduced benefit (i.e., normat retirament). if Robert had canfinued in service, he would have met aligibility requirements in one
year and 10 months, when he earned 25 years of service credit. The ERF for one year and 10 months is $.8410.

Karen's monthly banefit will be further reduced by the Option 2 survivar factor, which is based on the age difference between
her and Robert. Karen is age 58, two years older than Robert. The Option 2 survivor factor for a beneficiaty two years older is
0.918 (see WAC 415-02-380(12)).

The department will multiply 23.17 (Robert's service credit years) x .02 x $3,171.74 (AFC) x0.8410 (ERF) x 0.818 (the Option 2
factor). Karen's monthly benefit will be $1,134.73.

(4) Table - This table contains the eatly retirement factors (ERFs) for members who retire from active service in PERS Plan 1,
TRS Plan 1, and WSPRS Plan 2. The ERFs are effective September 1, 2010. :

¥rs | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month
Early
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0 1 2 3 4 5 6 7 8 9 10 11
0 1.0000 | 8824 | 9848 | 9772 | .0696 | 9620 | .9544 | 0468 | .9392 | .9316 | .0248 | 8164
1 9080 | 9022 | .B954 | .8886 | .B81§ | .8750 | 8662 | .B614 | .B546 | .8478 | .B410 | .8342
2 8270 | 8209 | .8148 | .8087 | .8026 | .7965 | .7904 | .7843 | .7782 | .7721 7660 | .7599
3 7540 | 7485 | 7430 | 7375 | 7320 | 7265 | 7210 | 7155 | .7100 | .7045 | 6990 | .6935
4 6880 | .6830 | 6780 | 6730 | .6680 | 6630 | .6580 { .6530 | .6480 | .6430 | .6380 | .6330
5 .6280 | 6235 | 6180 | 6145 ; 6100 | .6055 | .6010 | 5965 | 5920 | .5875 | .5830 | .5785
6 5740 | 5698 i 5656 | .5614 | 5572 | .5530 | .5488 | 5446 | .5404 | .5362 | .5320 | .5278
7 5240 3 5203 | 5166 | .5120 | 5082 | .5055 | .5018 | .4981 | .4944 | .4907 | .4870 | .4833
8 4800 ; 4767 | 4734 | 4701 | 4688 | 4635 | 4602 | 4569 | .4538 | .4503 | 4470 | .4437
9 4400 1 4369 | 4338 | 4307 | 4276 | 4245 | 4214 | 4183 | 4152 | 4121 | .4080 | .4058
10 4030 | 4002 | .3974 | .3846 | .3518 | .3890 | .3862 | .3834 | .3806 ; .3778 [ .3750 | .3722
11 3690 | 3665 § 3640 | .3615 | 3590 { .3565 | .3540 | .3515 | .3490 | 3465 | 3440 | 3415
12 .3390 1 .3367 | .3344 | .3321 | .3208 | .3275 ] .3252 | .322% | .3206 | .3183 | .3160 | .3137
13 3110 | .3088 | .3066 | .3044 | .3022 | .3000 | .2978 | 2956 | .2934 | 2812 | .2890 | 2868
14 2850 | 2831 .£é12 2793 | 2774 | 2755 | 2736 | .2717 | .2608 | 2679 ;| .2860 | .2641
15 2620 ( .2603 | .2586 | .2560 | .2662 | 2535 | .2518 | .2501 | 2484 | 2467 | .2450 | .2433
16 2410 | .2393 | 2376 | 2359 | .2342 | 2325 | .2308 | .2291 | .2274 | 2257 | 2240 | .2223
17 2210 | .2195 | 2180 | .2165 | 2150 | 2135 | .2120 | .2105 | .2090 | .2075 | .2060 | .2045
18 2030 | 2017 | 20604 | .1891 | 1978 | 1965 | 1852 | 1939 | 1926 | .1913 | .4800 | .1887
19 L1870 | 1857 | 1844 | 1831 | 1818 | .1B05 | 1792 { 1779 | 1766 | 1753 | 1740 | 1727
20 A710 7 1899 | 1688 | 1677 | 1666 | 1655 | 1644 | 1633 | .1622 | .1611 | .1600 | .1589
21 1580 | 1569 | 1558 | .1547 | 1536 | .1525 | .1514 | 1503 | 1482 | 1481 | .1470 | .1450
22 450 | 1440 | 1430 § 1420 | 1440 | 1400 | 1380 | .1380 | .1370 | .1360 | 1350 | .1340
23 1330 | 1322 | 1314 4 1306 | 1288 | 1280 | 1282 | 1274 | 1266 | 1258 | 1250 | .1242
24 230 | 1222 | 1214 | 1206 | 1198 | 4180 | 1182 | 1174 | 1166 | 1458 | 4150 | .1142
25 A130 | 1123 | 4116 | 1909 | 1102 | 1085 | 1088 | .1081 | .1074 | 1067 | .1060 | .1053
26 1040 | 1037 | 1034 | 1031 | 1028 | 1025 | 1022 } 1018 | 1016 | 1013 | 1010 | .1007
27 1600 | 1000 { 1000 | .1000 | .1000 ; .100C { .1008 | .1000 | .1000 | 1000 | 1000 | .1000
28 1000 | .1000 | .1000 | .1000 | .1006 | .100C | .1000 | .100G | .1000 | .1000 | .1008 | .1000
29 1000 | L1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000
30+ .1000 | 1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 [ .1000 | .1000

(5) Table - The following early retirement factors (ERFs) for PERS Plans 2 and 3, SERS Plans 2 and 3, and TRS Plans 2 and
3 are effective September 1, 2010.
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¥rs | Month | Month | Month | Month | Month | Month Month | Month | Month | Month | Month | Month
ey ] 1 2 3 4 5 6 7 8 9 10 "
0 1.0000 | 9913 | 9826 | 9739 | .9652 | .9565 | 0478 | 9391 | .9304 | .9217 | 9130 | .9043
1 .8060 | .8884 | .8808 | 8732 | .8656 | .8580 | .B504 | 8428 | 8352 | .8276 | .8200 | 8124
2 8050 | .79B3 | 7916 | .7849 | 7782 | .7715 | 7648 | 7581 | .7514 i 7447 | 7380 | .7313
3 7240 1 7180 | 7120 | .7080 | .7000 | 6940 | .6880 | 6820 | .6760 | 6700 | .6840 | .6530
4 B520 | 6467 | 6414 | 6361 | 6308 | 6255 | 6202 | 6149 | 6006 | 6043 | .5D90 | 5037
5 .5880 | 6833 | .5786 | .5739 | .5692 | .5645 | 5508 | 5551 | 5504 | 5457 | 5410 | .5363
6 6310 | 5268 | .5226 | .5184 | 5142 | 5100 | .5058 | .5016 | .4974 | .4832 | .4800 | .4848
7 4810 | 4772 | 4734 | 4696 | 4658 | .4620 | .4582 | .4544 | 4506 | .4468 | .4430 | .4392
8 4350 | 4317 | 4284 | 42561 | 4218 | 4185 | 4152 | 4119 | 4086 | .4053 | .4020 | .3987
9 3950 | 3919 | .3888 | 3857 | .3826 | .3795 | .3764 | .3733 | .3702 | .3671 | .3640 | .3609
10 3680 | 35663 | .3526 | .3499 | .3472 | 3445 | 3418 | .3391 | .3384 | .3337 | .3310 | .3283
1 3260 | 3235 | 3210 | .3185 | 3160 | .3135 | 3110 | .3085 ! 3060 | .3035 | .3010 | .2985
12 2960 ; 2938 | 2916 | .2894 | 2872 | .2850 | 2828 | 2806 | .2784 | 2762 | .2740 | .2718
13 2680 | 2670 | 2850 | .2630 | .2610 | .2590 | 2570 | .2B50 | .2530 | .2510 | .2490 | .2470
14 2450 | 2432 | 2414 | 2386 | .2378 | .2360 | .2342 | .2324 | 2306 | 2288 | .2270 | 2252
15 2230 | 2214 | 2188 | .24B2 | .2166 | .2150 | 2134 | .2118 2102 ; .2086 | .2070 | .2054
16 2040 | 2025 | 20610 | 1985 | 19880 | 1965 | 1950 | 1935 | 1920 | .1905 | .1890 | .1875
17 1860 ¢ 1848 | 1832 | 1818 | 1804 | 1790 | 1778 | 1762 | .1748 | .1734'] 1720 | .1708
18 1890 § 1678 | 1666 | 1654 | .1642 | 1630 | .1618 | .1606 | .1594 | .1582 | .4570 | .1558
19 1550 | 1538 | .1526 | 1514 | 1502 | .1490 | .1478 1486 | 1454 | 1442 | 1430 | .1418
20 1410 | 1400 | 1380 | .1380 | 1370 | 1380 | .1350 | .1340 | 1330 | .1320 | .1310 | .1300
21 280 | 1281 | 1272 | 1263 | 1264 | 1245 ) 1236 | 1227 | 1218 | 1209 | 1200 | .1191
22 180 1 1M72 | 1164 | 1156 | (1148 | 1140 | 1132 1 1124 | 116 | 4108 | L1100 | 1092
23 1080 { 1074 | 1068 | 1062 | 1066 | .1050 | .1044 | 1038 | .1032 | .1026 | .1020 | .1014
24 016 | 1009 | 1008 | .1067 | .10606 | .1005 | .1004 | .1003 { .1002 | .1601 | .1000 | .1000
25 4000 ¢ 1000 § .1000 | .100C § .1000 { .1000 | .1660 | .1000 | 1000 | .1000 | .4000 | .1000
26 -1000 | 1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000
27 1060 | 1000 | .1000 | .1000 | .1000 | .1000 | .1000 | 1000 | .1000 | .1000 | .1000 | .1000
28 .1000 | 1000 | .1000 | .1000 | .1000 | .1000 | .1000 { .1000 | .1000 | .1000 | .1000 | .1000
29 1060 | .1000 | .1000 | .1000 { .1000 | .1000 | .1000 { .1000 | .1000 | .1000 | .1000 | .1000
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| 30+ ‘ 1000 | 1000 | 1000 | 1000 | 1000 | .1000 | 1000 | 1000 | 1000 | 1000 | .10001 11000

(6) Table - The following table contains early retirement factors (ERFs) for members who do not retire from active servics in
PERS Plen 1, PSERS Plan 2, and WSPRS Plans 1 and 2, The ERFs ere effective September 1, 2010,

Yrs | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month
mary 0 1 2 3 4 5 6 7 8 g 10 1
0 1.0000 | 9918 | .9836 | .0754 | 9672 | 9590 | 0508 | 9426 | 9344 | 9262 | 9180 | .9098
1 9010 | .6938 ; .8866 | .8794 | 8722 : 8650 | .8576 | .8506 | .8434 | .B362 | .8290 | .8218
2 8140 | 8075 | 8010 | .7945 | .7880 | 7815 | .7750 | 7685 | 7620 | .7555 | .7490 | .7425
3 7360 1 7302 | 7244 | 7186 | 7128 | ;7070 | 7012 | 6954 | 6896 | .8838 | 6780 | 6722
4 .6660 | .6608 | .6586 | 8504 | 6452 | 6400 | 6348 | 6206 | 6244 | 6192 | .B140 | .6088
5 6040 | 5994 | 5948 | 5902 | .5B56 | 5810 | .5764 | 5718 | 5672 | 5626 | .5580 | .5534
8 5480 | 5448 | 5406 | .5364 | 5322 | .5280 | 5238 | 5196 ¢ 5154 | 5112 | 5070 | .5028
7 4990 | 4953 | 4916 | 4679 | 4842 | 4805 | 4768 | 4731 | 4694 | 4657 | .4620 | .4583
8 4540 | 4806 | 4472 | 4438 | 4404 | 4370 | 4336 | 4302 | 4268 | 4234 | 4200 4166
] A130 | 4100 | 4070 | 4040 | .4010 | .3980 | .3950 | .3920 { .3890 | .3860 | .3630 | .2800
10 3770 | 3743 | 3716 | .3689 | .3662 | .3635 | .3608 | .3581 | .3554 | 3527 | .3500 | .3473
1 3440 | 3415 | 3390 | .3365 | .3340 | 3315 | .3290 | .3265 | 324D | .3215 | .3190 | .3165
12 3140 ) 3118 | (3096 | .3074 | 3052 ¢ 3030 | .3008 2986 | .2964 2942 + 2920 | .2898
13 2870 | 2849 | .2828 | .2807 | .2786 | .2765 | .2744 | 2723 | 2702 | 2681 | .2660 | .26390
14 2620 | 2602 | .2584 | .2566 | .2548 | .2530 .2512m 2494 | 2476 | 2458 | .2440 | 2422
15 2400 [ 2383 | 2366 | .2349 | 2332 | .23158 | 2208 | .2281 | 2264 | 2247 .2230 2213
16 2190 | 2178 | 2160 | 2145 | .2130 1 2115 | 2100 | 2085 | .2070 | 2055 | 2040 | .2025
17 2010 § 1996 | 1982 | 1968 | 1954 ¢ 1940 | 1926 | 1912 | 1898 | 1884 | .1870 | .1856
18 1840 | 1828 | 1816 } 1804 | 1792 | 1760 { 1768 | 1756 | 1744 | 1732 | 1720 | .1708
19 1690 | 1678 | 1666 | 1654 | 1642 | 1630 [ .1618 | .1606 | 1504 | 1582 | 1570 | .1558
20 580 | 1538 | 1528 | L1517 | 1506 | 1495 | 1484 | 1473 | 1462 | 1451 | 1440 | .1429
21 1420 4 1410 | 1400 | 1390 | 1380 | 1370 | .1360 | .1350 | .1340 | .1330 | .1320 | 1310
22 L1300 ¢ 1291 | 1282 1 1273 | 1264 | 1255 | 1246 | 1237 | 1228 | 1219 ] 1210 1 1201
23 190 | 1183 | 1176 | 1169 | 1162 | 1155 | 1148 | 1144 | 4184 | 1127 | 1120 | 1113
24 4100 | .1093 | .1086 | .1079 | .1072 | .1065 | .1058 | .1051 | .1044 | .1037 | .1030 | .1023
25 1020 | 1018 | 1016 .j014 1012 | 1010 | 1008 | 1006 | 1004 | .1002 | .1000 | .1000
26 .1000 | 1000 | .100C | 1000 | .1000 | 1000 | .1000 | .1060 | 1000 | .1000 { .1000 | .1000
27 .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1600 | .1000 | .1000 | .1000 | .1000 | .1000
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28 1000 | 1000 | 1000 | 1000 | L4000 | 1000 | 1000 | 1000 | .1000 | .1000 ; .1000 | .100Q
29 1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 } .1000 | .1000 | .1000 { .1000 ! .1000
30+ 1000 | .1000 { .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000 { .1000 | .1000

(7) Table - This table contains the early retirement factors (ERFs) for members who retire from active service in LEOFF Plan 2.
The ERFs are effective January 1, 2010.

Yrs | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month
Early
0 1 2 3 4 5 -8 7 8 9 10 1
V] 1.0000 { .9925 | 8850 | .9775 | .8700 | 9625 | 9550 | .9475 | .8400 | 9325 | .9250 | 9175
1 8100 | 0033 | 8986 | .8809 | .8832 | .8765 | .BBOB | .8631 | .8564 | .8497 | 8430 | .8363
2 8300 | 8230 ] 8178 | 8117 | 8056 | 7995 | .7934 | .7873 | .7812 | .7751 | .7690 | .7628
3 7570 | 7515 | 7460 | .7405 | 7360 | 7295 | .7240 | .7185 | 7130 | .7075 | .7020 | .6865
4 6910 ; 6860 | 6810 | 6760 | 6710 | 6660 | 6610 | 6560 | 6510 | 64680 | 6410 | 6360
5 8310 | 8265 | 6220 | 8175 | 6130 | .6085 | 6040 | 5895 | 5950 | .5805 | 5860 | .5815
6 5770 | 5728 | 5686 | .5644 | 5602 | 5560 | .5518 | 5476 | .5434 | 5392 | 5350 | .5308
7 5270 | 5233 | 5196 | 5159 | 5122 | .B0B5 | 5048 | .5011 | .4874 | 4937 | 4800 | .4863
8 A830 | 4796 | 4762 | 4728 | .4694 | 4660 | 4626 | 4592 | .4558 | .4524 | 4480 | 4456
9 4420 | 4389 | 4358 | 4327 | 4286 | 4265 | 4234 | 4203 | .4172 | 4141 | 4110 } .4079
10 4080 | 4022 | (3994 | 3966 | .3938 | .3910 | .38B2 | .3854 | .3826 | .3798 | 3770 | .3742
11 3710 | .3885 | .3660 | .3635 | .3610 | .3585 | .3560 | .35835 | .3510 | .3485 | .3460 3435
12 3410 | 3387 | .33684 | .3341 ;| ,3318 | .3295 | .3272 | .324% | .3228 | .3203 | .3180 | .3157
13 3130 | .3108 | .3086 | .3064 | .3042 | .3020 | 2988 | 2976 | .2054 | .2032 ( 2910 | .2688
14 2870 | 2851 | 2832 | .2813 | .2784 | 2775 | 2756 | 2737 | 2718 | 2699 | 2680 ! .2661
15 2640 | 2622 | 2604 | 2586 | 2568 | .2550 | 2532 | .2514 | .2496 | 2478 | .2460 | .2442
16 2420 | 2404 | 2388 | .2372 | 2356 | .2340 | .2324 | .2308 | .2282 | .2276 | 2260 | .2244
17 2230 | 2215 | 2200 { 2185 | 2170 | .2155 | .2140 | 2125 | 2110 | .2095 | .2080 ; .2065
18 .2050 | 2036 | 2022 | .2008 { .1894 | 1980 | .1966 | .1952 | .1838 | .1824 | 1910 | .15896
19 1880 | 1868 | .1856 | .1844 | .1832 | 1820 | .1808 | 1796 | 1784 | 1772 { 1760 | .1748
20 1730 | 1718 | 1706 | 1604 | 18682 | 1670 | .16858 | .1646 { .1634 | 1622 | 1610 | .1598
21 1580 | 1580 | (1570 | 1560 | 1580 | .1540 | 1530 | .1520 | 1510 | .1500 | .1490 | .1480
22 A470 | 1460 | 1450 § 1440 | 1430 | 1420 {1 1410 | 1400 | 1380 | 1360 | .1370 | .1360
23 1350 | 1342 | 1334 | 1326 | L1316 | 1310 | 1302 | 1294 | 1288 | 1278 | 1270 | 1262
24 1250 | 1242 | 1234 | 1226 | 1218 | 1210 | 1202 | 4194 | 1186 | 1178 | 1170 | 1162
25 150 | 1143 1 1138 ] 4928 ) 1122 | 1115 | 1108 § 1101 ¢ 1084 | L1087 | 1080 | 1073
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26 L1060 | 1655 | 1050 | 10456 | 1040 | 1035 | 1030 | 1025 | 4020 | 1015 | 4040 | .1005
27 .1000 } 1000 | .1000 | .4000 { .1000 { .1000 { .1000 | 1000 | .1000 | .1000 | .1000 | .1000
28 1000 § .1000 | 1000 | 4000 | .1000 | .1000 { .1000 | .1000 | 1000 | .1000 | .41000 | .41000
28 1000 1 4000 | 4000 § 1000 | 1000 | 1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000
30+ 1000 | 1000 | 1000 { .1000 | 1000 { 1000 | .1000 | .1000 | .1000 | .1000 | .1000 | .1000

[Statutory Authority: RCW 41.50.050(5). 10-16-086, § 415-02-320, filed 7/30/10, effective 9/1/10. Statutory Aulhority; RCW
41.50.080(5}, chapter 41.45 RCW. 06-18-009, § 415-02-320, filed 8/24/06, effective 9/24/06; 02-18-048, § 415-02-320, filed
8/28102, effective 9/1/02.}

4/19/2013 2:49 PM



EXHIBIT 3



hitp:/Aww w.watsonwyatt.cony/scripts/printfriendly.asp?ss=Insider&Reg...

Watbon Wyatt | insider

Horlcheide

Lump Sum and Annuity Comparisons: More Than Meets the Eye

in all the recen{ hoopta about pensions and disclosure, one concern has focused on whether employers are doing a good
enough job of communicating the comparative vaiue of diffarent distribution options. It has even bean suggested that some
employers deliberetely withhold this information, hoping thet employees will elect "unsubsidized” lump sum distributions
instead of "subsidized" annuity options. This is very uniikely, for at least two reasons. First, it overlooks the reason pien
sponsors provide subsidies at all—which is te make subsidized options more attrective to participants, not less. Second, it
misstates the relativa costs of providing various annuity and lump sum distribution options.

Determining Vaiue and Comparing Costs

A number of key variables affect the cost of annuities versus lump sums. The two most important considerations ara the
relationship between the federaily mandated interast rate used to caicuiate lump sums and the expected rate of return on
plan assets, and the degree of subsidy built into tha different distribution options, When & participant receives a iump sum
distribution, the assets funding his benefit ere removed from the plan immediately. But when a participant receives an
ennuily, most of the assets funding tha benefit remain in the plan, producing samings and so reducing the benefit's cost.
This difference alone can make annuities a more cost-effective distribution option than e lump sum, even when the annuity is
subsidized.

Today, legaily mandated interest rates used to calculate lump sum benefits are low enough to effectively subsidize ait lump
sum benefits, relative 1o their actual cost to the plan. To figure out the current iump-sum vatua, the formula sterts with 2
target benefit and date and an intarast rata. Using that interest rate, the formula than calculates the starting 'ump sum
required te aftain the target benefit by the terget date. The lower the interest rate, the higher the starting fump sum amount
needs 1o be, so that it can grow into the target benefit by the target date. For example, assume that a specific plan calls for a
fump sum fo be paid to a 55-year-old employee such that her benefit will be worth $100,000 when she reaches ege 65. if the
interest rate is § percent, the plan must pey the employee a lump sum of roughly $6C,0C0. in other words, $80,000 growing
et a rate of 5 percent per year would equal roughty $100,000 in 10 years. If the plan assumes an interest rate of 10 percent,
the plan would only have to pay the employee a lump sum of roughly $40,000.

The statutory interest rate for determining flump sum benefits hes ranged from 5.01 to 7.09 percent over the past four yeers.
It has recently been hovering around § percant, compared te the average plan earnings assumption of over § percent (as
reported in Watson Wyatts Accounting for Pensions and Other Postretirement Benefits survey). Requiring the use of such
comparatively low interest rates to calculate fJump sum distributions provides a windfall to participants, actually encouraging
perticipants to choose lump sums rether than ennuities.

The degrae of plan subsidy built into a benafit option eiso significantly affects its cost. A plan can provide different degrees
of actuarial reduction for early retirement, ranging from fulf actuarial reduction to no reduction at all. Meny plans provide
some amount of subsidy for early retirement, while others provide no subsidy at ail. Obviously, the richer the subsidy in the
plan, the more valuable tha distribution option Is to the paricipant, end the more it costs the plan to provide the benefit.

Other factors that affect the refative cost of lump sum and ennuity options include:

*Employees’ ages at retirement and the numbers and ages of employees choosing lump sums or annuities. While
these factors won't affect the reiative cost of any distribution option for an individual participant, they may affect
the overall cost of the options provided to all participants.

*The demegraphics of participants.

Participants’ personal heaith and their probable longevity,

Administrative expenses invelved in infliating, paying out and stopping annuity distributions.

*Paying PBGC premiums on behalf of annuity recipients.

*Anticipated changes in future mortality, and the use of different mortaiity tables for determining lump sum
benefits and plan funding.

An {lustration

Assume thet a traditional defined banefit plan subsidizes its-eariy retirement annuity benefit by using 4 perc.ent reduction
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factors for each year of service before age 65, down to age 55. That means that a participant who retires at age 55 would
recaive B0 percent of her normal retiremant benefil. This is a potentially significant subsidy, since the actuarial equivalent of
a normal retirement benefit, using common actuarial assumptions, is usually between 37 and 46 percent of the age-65
benefit,

However, even if the lump sum is based on the unsubsidized value of the deferred normat retirement benefit—not the
subsidized early retirement benefii—the annuity benefit may be more cost-effective for the plan. For a §5-year-old participant
whose annual normal retirement benefit is $20,000, the statutorily required lump sum benefit is $119,000. Her subsidized
early retirement annuity benefit is $12,000 per year, which costs the plan $118,000. This cost reflects various administrative
costs as well as enticipated earnings on plan assets. '

Despite its significant subsidy, the early retirement annuity benefit costs the plan less than the lump sum, afthough it may stil
be worth more to the employee. The relative costs of each distribution option wilt vary with the participant's age at retirement,
but the annuity benefit will cost the plan less at every age. Comparisons of the relative cost and value of the different benefit
options to the ptan and participant are complicated by the partiss different tax status, with the plan's investment earnings
growing tax-free, as opposed to the after-tax earnings of the participants investments. if the participant lives his anticipated
fife expectancy or longer, the subsidized early retirement annuity will probably be more valuable than the lump sum,
depending on the participant's spending pattern and investment performance. Though difficult to put a quantitative valus on,
the annuity benefit provides a steady retirement income stream, effectively discipiining the participant's relirement
consumption. The iump sum provides maximum flexibitity for the participant’s spending and investing, but carries the risk that
the participant may outlive the lump sum.

Even when an annuity benefit reflacts an extremely valuabie subsidy, it often costs the pian less overall, For exampie, if the
statutory interest rate is 6 percent, the lump sum value of the deferred normal retirement benefit is about the same as the
cost of a fully subsidized (..e., no reduction) eady retirement benefit payabie at age 62 to a male participant.

Legal Gonsiderations

in addition to IRS regulations requiring that participants be provided information on the relative values of the different
distribution options avajable under the pian, it can be a breach of ERISA's fiduciary duties if employee communicetions
concerning pian rights are misieading or inaccurate. However, thers is no requirement that plans provide individuatized
advice to participants, such as by indicating the relative actuarial vaiue of different distribution options. indeed, indicating the
relative actuarial value of different distribution options raises potential fiability implications for the plan and sponsor, as noted
in a 1997 court ruting: '

it would be inappropriate for [the plan sponsor} to advise participants as to the "value” of any particutar option when that
valuation would depend on the precise circumstances of each case. The "value” of an annuity over a lump sum differs
according to the personal circurnsiances of each retiree. ... If jthe plan sponsor] wers 1o advise [a participant that an) early
retirement subsidy was more "vaiuable,” problems of preference would arise.

Conclusion

An early retirement subsidy is only one of many factors that affect the relative costs of fump sum versus annuity benefits.
The idea that employers are encouraging participants fo opt for lump sums in order to save themselves the cost of
subsidizing annuities simply doesn’t make sense. Employers provide subsidies to encourage employees fo choose annuities,
which often have the win-win effect of lower costs for employers and larger benefits for employees,

it is also Important to consider both the value and the cost sides of the issue. Just because distribution options have equal

vaiue to the participant doesn’t mean they have an equat cost to the plan. Similarly, the fact that a subsidized annuity may
pravide greater value to the participant doesn't necessarily mean it costs the plan more.

Copyright® 2009 Watson Wyatt Worldwide. All rights reserved.

watsonwyatt.com
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Classic Values, Innovative Advice

LETTER OF TRANSMITTAL

December 3, 2010

Retirement Board of the Federated City
Employees’ Retirement System

1737 North 17 Street, Suite 580

San Jose, CA 95112

Dear Members of the Board:

At your request, we performed the June 30, 2010 actuarial valuation of the Federated City
Employces’ Retirement System of the City of San Jose (“System™). The valvation resulis
with respect to the System are contained in this report. The prinr valuation was performed
by Gabriel, Roeder, Smith and Company.

The table below presents the key results of the 2010 valuation.

Table I-1
Summary of Key Valuation Results

Valunation Date 6/30/2010 " 6/30/2009
Actuarial Liabitity (AL) $ 2,510,358 $ 2,486,155
Actuarial Value of Assets (AVA) 1,729,414 1,756,588
Unfinded Actuarial Liability (JAL) $ 780,944 b 729,567
Funding Ratio - AVA 69% 71%
Market Value of Assets (MVA)* $ 1,512,802 § 1,356,638
Funding Ratio - MVA 60% 55%
Fiscal Year Ending 6/30/2012 6/30/2011
Member Contribution Rate 4.68% 4.88% *+
City Contribution Rate

Normat Cost Rate 12.76% 13.28% ++

VAL Rate ' 15.58% 12.47% =

Total City Rate 28.34% 25.75% **
Total Contribution Rate 33.02% 30.63% »*
Total Contribution Amownt

-if paid at the beginning of the year h 86,888 3 84,787 »*»

-if paid at the end of the year b 93,795 3 61,359 ==

Amounis in thousands

* Includes SRBR of$28,331 and $19,786 as of June 30, 2010 and 2009 respectively

*5 VWithout phase-in of contributinn rates

1750 Tysons Baudevard, Suite 1100, McLean, VA 22102 Tel: 703.893,1456 Fax: 703.893 306 wirn cheireiLus



Board of Administration
December 3, 2010
Page ii

At its November 2010 meeting, the Board adopted a policy setting the Annual Required
Contribution to be the greater of the dollar amount reported in the actuarial valuation
(adjusied for interest bascd on the timc of the coniribution) and the dollar amount
determincd by applying the percent of payroll reported in the actuarial valuation to the
actual payroll for the fiscal year. For example, based on this valuation report, the Annual
Required Contribution for the fiscal year ending Junc 30, 2012 is the greater of
$63,795,312 (if paid 6/30/2012) and 28.34% of actual payroll for the petiod from July 1,
2011 through June 30, 2012, '

o Unfunded Actuarial Liability (UAL)/Surplus: The UAL has increased by $51.4
million. 'The primary causc of this increase is the investment experience during the
12 months ended June 30, 2010,

o Funding Ratio: The ratio of the actuarial value of assets to actuarial liabilities
declined since the Jast valuation from 71% to 69%. The actuarial value of assets is
smoothed in order to mitigate the impact of investment performance volatility on
employer conlribution rates. Without the asset smoothing, the ratio of the market
value of assets to actuarial liabilities increased from 55% to 60%.

s Member Comtribution Rate: The member contribution rate is a proportion of the
normal cost rate. In the prior valuation, this rate was calculated using a discount rate
of 7.75%, and the incrcase was phased-in over a five-year period. The member
contribution rate was 4.88%, while the phased-in member contribution rate was
4.54%. In this vajuation, the Board’s intention of phasing in the discount rate is
reflected by using a discount rate of 7.85%. Consequently, the member contribution
ratc increases from 4.54% to 4.68%. Under GRS’ phase-in method, the rale was
anticipated to increase from 4.54% to 4.65%.

o (ity Contribution Rate: Like the member contribution rate, the prior vaiuation report
caleulaled a city contribution rate using a discount rate of 7.75%, but the increase in
conlribution ratec was phascd-in over a five-vear period. So, while the valuation
calculated a city contribution rate of 25.75%, the phased-in city contribution rate was
23.18%. In this valuation, the Board’s intention of phasing in the discount ratc is
reflected by using a discount rate of 7.95%. Consequently, the city contribution rate
increases from 23.18% to 28.34%. Under GRS’ phase-in method, the rate was
anticipated to increase from 23.18% to 23.96%. The additional increasc to 28.34% is
primarily attributable fo the investment experience. Because assets are smoothed and
the full investment lasses from the last fiscal year have not been recognized yet, the
contribution rate is expected to increase for the next three years assuming investiment
returns are 7.95% per year and all other actuarial assumptions arc met.

More details on the plan experience for the past year, including the changes listed above
and their impact on these June 30, 2010 valuation results can be found in our report
which follows.
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Board of Administration
December 3, 2010
Page iit

We certify that, to the best of our knowledge, this report is complete and accurate and has
been prepared in accordance with generally recognized and accepled actuarial principles
and practices which are consistent with the Code of Professional Conduct and applicable
Actuarial Standards of Practice set out by the Actuarial Standards Board, and that as
Members of the Amecerican Academy of Actluaries, we meet the Qualification Standards to
render the opinion contained in this report. {n preparing our report, we relied without
audit, on information supplied by the Department of Retirement Services. ‘this
information inciudes, but is not limited 1o, plan provisions, employee data, and financial
information.

Finally, it’s important 1o note that this valuation, which was prepared using census data
and financial information as of June 30, 2010, does not reflect any subsequent changes in
the membership profile and the investment markets,

Sincerely,
Cheiron

d’ Il Wbt

Gene‘\iélwarski, FSA,TFCA,EA, MAAA  William R. Halhnark, ASA, FCA, EA, MAAA
Consulting Actuary Consulting Actuary

(HEIRON i



FERERATED CITY EMPLOYELS' RETIREMENT SYSTEM
JUNE 30, 20010 ACTUARIAL VALUATION

SECTION1T
BOARD SUMMARY

The primary purpese of this actuarial valuation is to report, as of the valuation date, on the
following:

The financial condition af the Federated City Employees’ Retirement System
Past and expected trends in the financial condition of the System

The Employer’s contribution rate for the Fiscal Year Ending Junc 30, 2011, and
information required by the Governmental Accounting Standards Board (GASB).

in this Section, we present a summary of the principal valuation results. This includes the hasis
upon which the June 30, 2010 valnation was completed and an examination of the current
financial condition of the System. In addition, we present a review of the key historical trends
followed by the projecied financial outlook for the System.

A. Valuation Basis

The System’s funding policy sets city contributions equal to the sum of:
s A portion (8/1 1™ of the Service Normal Rate {Regular Current Service Rate).
» The Reciprocity Rate which is the prefunding of the hability far reciprocal benefits with
certain other California public pension plans.
*  The Deficiency Rate which is the amertization of the funding deficiency.
e The Golden Handshake Rate which is the cost for funding the additional benefits granted
in the past to certain retiring employees.

Member contributions equal 3/1 1™ of the Service Normal Rate.

In the prior valuation, the discount rate was changed from 8.25% to 7.75%, but the impact of the
change on centributions was phased-in over a five-year period. We understand that the Board
had instead intended that the discount rate be phased-in over a five-year period. This year, the
Board adopted a fasier phase-in of the discount rate, 7.95% i 2010 and 7.75% in 2011. Asa
result, this valuation report shows a change in the discount rate from 7.75% to 7.95%, but the
contribution rates calculated in the report apply to the next fiscal year and are not phased in. In
addition, thc changes in the wage inflation assumptions are similarly phased-in, The wage
inflation assumption is 3.90% for the 2010 valuation and iIs scheduled te be 3.83% for the 20] ]
valuation {as it was {or the 2009 valuation).



FEDERATEDR CiTY EMPLOYEES” RETHREMENT SYSTEN
JUNE 30,2010 ACTUARIAL VALUATION

SECTION 1
BOARD SUMMARY

B. Current Financial Condition

On the following pages, we summarize the key results of the Junc 30, 2010 valvation and how
they comparc to the results from the June 30, 2000 valuation.

1. Membership:

As shown in Tahle 1-2 helow, total membership in Federated remained relatively level from
2009 to 2010. Active membership decreased 6.4%, terminated vesled membership increased
1.8% and retiree membership increased 6.2%. Total payroll decreased by 6.9%, and the
average pay per active member decrcased by 0.5%.

Tahle 1-2
Total Membership
Item June 30,2010 June 30, 2009 % Change
Active Counts ' 3,818 4,079 -6.4%
Terminated Vesteds 732 719 [.8%
Relirees 2,472 2,308 71%
Beneficiaries 428 412 3.5%
Disabled 211 210 0.5%
Total City Members 7,661 7,728 -0.9%
Active Member Payroll $ 300,811,165 | & 323,020,387 -6.9%
Average Pay per Active Member 78,788 ' 70,191 -0.5%

2. Assets and Liabilities:

Table 1-3 on the following page presents a comparison between the June 30, 2010 and June
30, 2009 assets, liabilities, UAL, and [unding ratios.

The key results shown in Table [-3 indicate that the total actuarial liability increased 1.0%
and the market value of assets increased by 11.5%. The System employs an asset smoothing
method which dampens investment market volatility. For this year the smoothed value of
asscts (called the actuarial value of assets) decreased by 1.5%. Finally, the overall funding
(actuarial valuc of assets less actuarial liabilities) deficit increased from $729.6 million to
$780.9 million, resulting in a decrease in the funding ratio from 70.7% to 68.9%. Based on
the market value of assets, the funding ratjo increased from 54.6% to 60.3%.

4 HERGH
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FEDERATED CITY EMPLOYEES' RETIRENMENT SYSTEM
JUNE 30, 2010 ACTEARIAL VALUVATION :

SECTIONT
BOARD SUMMARY
Table I-3
. Assets & Liabilities

Hem (EAN) June 30, 2010 June 30, 2009 % Change
Actives $ 1,005,659 1 § 1,093,041 -8.0%
Terminated Vesteds 85,904 92,348 -7.0%
Retirees 1,271,310 1,159,499 9.6%
Beneficiaries 81,931 77,423 5.8%
Disabled 65,554 63,844 2.7%
Total Actuarial Liability 2,510,358 2,486,155 1.0%
Market Value Assets ) 5 1,512,802 | § 1,356,638 11.5%
Actuarial Yalue Assels $ 1,729.414 | § 1,756,588 -1.5%
Unfunded Actuarial Liability 5 780,944 | § 729,567 7.0%
Funding Ratio - Markel Value 60.3% 54.6%| 57%
Funding Ratio - Actuarial Valie 68.9% 70.7%| -1.8%

Amounts in thonsands
3. Coniributions:

Table 1-4 shows sources for the change in the net employer contribution rate from the rate
(prior to phase-in) that was calculated in the prior report. The contribution rate increase is
primarily attributable to the additional amount recognized in the actuarial value of assets due
to the 2008-09 investment experience. The phase-in and [-year lag of contribution ratcs also
causes an increase under the assumptions and methods vsed in the prior valvation. The
reduction in rates due to the assumption changes is also a reflection of changing from
phasing in the contribution rates in the last valuation report tn phasing in the change in
discount rate in this valuation report.

Tahle T-4
Contribution Rate Reconciliation
Ciy
___Tiem Member | Noymal AL Tuotu! Totsl
1 FY 2011 Contributien Raie 4 88% 13.28% 12.4°71% 25.75% 30.63%
2 Change due to aivestmenl losy 0.00% 0.00% 3.03% 3.03% 3.03%
3 Clange due to aetual vs. expeected eomributions® L00% | 0.00% 0.81% (L.B1% .81%
4 Change duc to demographic expericnee -.02% -0.04% 0.49% 0.45% 0.43%
3 Change due to assumpion change - 18% -0.48% -1.22% -1.70% -1.88%
6 FY 2012 Cowributivn Rate 4.68% 12.76% 15.58% | 28.34% 33.02%

* Fhe chonge dive jo conirtbistons iv copposed of L7385 due to e pneaear fag between the valvation dete aad effective duve of conrionion rates
phus B3O8 e fo e differeece beareen acteal and expeoied paprott

In Section 1V of this report, we provide mare detail on the development of this contribution rate,
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FEDERATED CITY EMPLOYELS RETIREMENT SYSTEM
JUNE 30, 2010 ACTUARTAL YALUATION

SECTION 1
BOARD SUMMARY

C. Historical Trends

Despite the fact that most of the attention given to the valuation is with respect to the most
recently computed unfunded actuarial Hability, funding ratio, and the System’s contribution
rates, it is important to reniember that each valuation is merely a snapshot of the long-term
progress of a pension fund. It is more important to judge a current year’s valuation result relative
1o historical trends, as well as trends expected into the future.

In the chart below, we present the historical trends for assets (both market and smoothed) versus
actuarial liabilities, and aiso show the progress of the funding ratios since 1997,

Federated Assets and Liabilities 1997-2016

The City of San Jose Federated Employees’ Retirement System

s A ctunrial Eaability - Assets-Smoothed  —s—Assets at Market Value
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1997 1989 2001 2003 2005 - 2007 2009 2010
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FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM .
TR JUNE 30, 2010 ACTUARIAL VALUATION '

SECTIONI
BOARD SUMMARY

The previous chart indicates that from 1997 to 2001, SIFCERS’ funding ratio improved, but was
still in deficit status. Then, from 2001 to 2010 (with the exception of 2007), the funding ratio
steadily declined. The decline is due primarily to investment experience. Based on the current
difference between the market value of assets and the actuarial vatue of assels, a further decline
in the funded status is expected over the next few years.

in the chart below, we present the historical trends for the System’s contribution rates since the
Fiscal Year Ending June 30, 1999, All information shown prior to the Fiscal Year Ending June
30, 2012 was calcuiated by the prior actuary. Also, please note that the Fiscal Year 2011 rales
shown do not reflect the phase-in of contribution rates that was adopted. The phased-in rates
were 4.54% and 23.18% for the Members and City respectively.

Employer and Member Contribution Rates 1999-2012

The City of San Jose Federated Employees’ Retirement System
- Employer Rate M Mcmbes's Rate .

30% — 2834%

25.75%

259, R R

1537%

15.33%
15% e

10% -

Contributions as % of Payroll

2003 2005 2007 2009
Fiscal Year End

2011 2012

The key information in this chart is the increase in the employer contribution rate since 2003.
The increase scheduled for the Fiscal Year Ending in 2012 is primarily due to recent investment
experience. Employer contribution rate increases are expected for the next few years as the
balance of the market value investment fosses are recognized under the asset smoothing method
and as the discount rate is decreased to 7.75%.
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FERERATED CITV EMPLDYEES® RETIREMENT SYSTLEM
JUNE 30, 2010 ACTUARIAL VALUATION )

SECTION X
BOARD SUMMARY

The next chart below represents the pattern of the Systemm’s actuarial gains and losses, broken
into the investment and liability components. The chart does not include any changes in the

System’s assets and liabilitics altributabie to changes to methods, procedures or assumptions.

SIFCERS Historical Gain/(Loss) 2005-2010

The City of San Jose Federated Employees' Retirement System
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Plan Year Ending
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The key insights from this chart are:

s Investment losses (gold bars) in 2005 are partially offset by investment gains from 2006
and 2007. From 2008 to 2010, there were additional investment losses. Since the
actuarial value of assets only recognizes a portion of the recent market tosses, additional
investment losses on the actuarial value of assets are expected over the next few years,

¢ On the liability side, three of the four valuations showed actuarial losses with 2010 as the

only exception, The actuarial gain in 2010 is primarily due to actual salaries being less
than expected. :
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- - TEDERATED CITY EMPLOYEES® RETIREMENT SYSTEM ... . ..
e JUNE 30, 2000 ACTEARIAL VALUATION LT

SECTION 1
BOARD SUMMARY

D. Projected Financial Trends

Our analysis of projected financial trends is an important part of this valuation, In this Section,
we present our assessment of the impiications of the June 30, 2010 valuation results on the future
outlook for the System in terms of benefit security (assets over liabilities) and the expccted cost
progression.

In the charts that follow, we project assets and Habilitics, the pay down of UAL, and the
Employer contributions as a percent of payroll on two different bases:

1) Assuming 7.95% return for 2010 and each and every year after that, and

2) Assuiming returns shown in the tabie below. These are rates of return that vary each year
but over the projection period equals on average the assumed 7.95% return. We do this
in order to illustrate the impact of volatility because the System’s returns. will never be
level each and every year.

July 1, 2010 2011 2612 2013 2014 2015 2016 2017 2018 2019
Refurn 29.00% 8.00%  3.00% 20.00% -4.00% 18.00% 13.00% 9.00% -7.00% 16.00%

duly 1, 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
Return 9.00% -B.00% 8.00% 13.00% 17.00% -8.00% -16.00% 30.00% 25.00% -1.00%

Plcase note that the investment returns shown above were selected solely to illustrate
the impact of investment volatility on the pattern of funded status and employer
contribution rates. They are not intended to be predictive of actual future contribution
rates or funded status or even to represent a realistic pattern of investment returns.

{HEIRON | 7



FEDERATED CITY EMPLOYLES' RETIREMENT SYSTEM
JUNE 30, 2010 ACTUARIAL YALUATION

SECTION
BOARD SUMMARY

Projection Set 1: Assets and Liabilities

The chart below shows asset measures (green and gold lines) compared to Habilitics {grey bars).
At the top of each chart is thc progression of funding ratios. The key insight from this chart is
the projected declines in funded ratios over the next several years, as recent market losses
become fully recognized, and how varying investment returns can impact the lunding ratios.

Chart I: Projection of Assets and Liabilities, 7.95% return each vear
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Chart 2: Projection of Assets and Liabilities, varying returns averaging 7.95% over time
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e JUNE 30,2010 ACTUAREAL VALUATION v

SECTION I
BOARD SUMMARY

Projection Set 2: Projected Employer Contribution Rate

As seen in the chart below, employer contribution rates are expected to increase over the next
several years as the 2008-09 investment losses are fully recognized.

Chart 1: 7.95% veturn each vear
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FEDERATED CITY EMPLOYEES' RETIREMENTSYSTEM
JUNE 30, 2000 ACTUARIAL VALUATION -

SECTION IX
ASSETS

The System uses and discloses two different asset measurements which are presenied in this
section of the report: market value and actuarial value of assets. The market value represents, as
of the valuation date, the value of the assets if they were liquidated on that date. The actuasial
value of assets is a value that attempts to smooth annual investment return performance over
multiple years to reduce the impact of short-term invesiment volatility on employer contribution

rages.

On the following pages we present detailed information on the System’s assets:

A. Statement of cash flows during the year,

B. Development of the actuarial value of assets,

C. Discussion of investment performance for the year.

A. Cash Flpws

Table II-1 shows sources for the change in the market value of assets,

_ Table H-1
Change in Market Value of Assets
June 30, 2010 Jurne 30, 2009
Basic** Cost of Living | Total Retirement | Total Refirement
Market Value, Beginning of Year | § 990,811 | § 3658271 § 1,356,638 | 1,681,736
1 Contributions
Member 10,336 3,060 13,396 13,848
City 42,053 12,513 54,566 57,020
Total 5 52,389 | % 15,5731 § 67.9%21 % 70,868
Net Investment Eamings* L 148,152 | § 46,962 | § 195,114 | § (297.881)
Benefit Payments $ 83,030 % 23882 | & ] 069121 & 98,085
Market Value, End of Year $ 1,108,322 b 404,480 | § 1,512,862 | § 1,356,638

* Goss investment eamings Jess investonenl and adminisirative expenses
#* Includes SRBR 0f'$28,331 and $19,786 as of End of Year and Beginning of Yeu respectively

- {HERON
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e REDERATED CITY EMPLOYEES' RETIREMENT SYSTEM
saeE s JUNE 30,2010 ACTUARIAL VALUATION

SECTION IT
ASSETS -

Tablé [1-2 shows the development of excess earnings.

Table H-2
Development of Excess Earnings as of June 30, 2016
Retirement Fund Reserve
Employee SRBR General Total
}. Total Earnings ) $ 148,152
2. Balance, July 1, 2009 $ 195351 | § 19,786 | § 775,674 | $ 990,811
3. Net Cashflow $ 31,708 $ - $ (18,937} $ (30,641}
4. Crediting Rate 3.00% 7.75% 7.75%
5. Primary Interest Crediting 3 5906 (% 1,595 § 71,147 | § 78,648
4. Balance, June 30, 2010 § - 1895531 % 21,3811 % 827,884 | $ 1,038,818
{ 7. Excess Earnings | $ 6,950 | $ 62,554 | $ 69,504
8. Balance, July 1, 2010 $ 189,553 | § 283311 % 80043815 1,108,322

Amounts in thousands

B. Actuarial Value of Assets

To determine on-going funding requircments, most pension funds utilize an actuarial value of
assets that differs from the market value of assets. The actuariai value of assets is based on
averaging or simoothing year-to-year market value returns for purposes of reducing the resulting
volatility on contributions. '

The actuarial value is calculated by recognizing 20% of each of the prior four years of actual
investment cxperience relative to the expected retusn on the actuarial asset value (7.75% for
2009-10, 8.25% for prior years), The expected return on the actuarial value of assets is
determined using the Fund’s aclual cash flows and the actuarial rate of interest. The balance of
the actual investment experience is recognized in a similar fashion in future years, (See
Appendix B for further explanation of the asset valuation method).

A{HEIRON 1



FENERATED CITY EMPLOYEES? RETIREMENT. SYSTEM
JUNE 30, 2010 ACTUARIAL VALUATION - -

C. Investment Performance

SECTION II
ASSETS
_ Table 11-3
Development of Actuarial Value of Assets
June 36,2010
Basic Cost of Living | Total Retirement

Market Value of Assets $ 1,108,322 | § 404,480 | $ 1,512,802
Gains/(Losses)

Current Year 72,530 18,926 91,456

Prior Year (343,205) (89,559) (432,764)

2nd Prior Year (162,625 (42,436) (205,061)

3rd Prior Year 03,484 24,394 117,878

| Deferred Gains/(Losses)

Current Year (80% deferred) 58,024 15,141 73,165

Prior Year (60% deferred) (205,924) (53,735) (259,659)

2nd Prior Year (40% deferred) (65,049) (16,975) (82,024)

3rd Prior Year (20% deferred) 18,697 4,870 23,576

Total $  (194,253)] 8 (50,690} $ (244,943)
SRBR Reserve $ 28331 | % - 3 28,331
Actuarial Value of Assets $ 1274244 | % 455,170 1 § 1,729,414

Amaounts in thousands

The market value of assets internal rate of return, net of invesiment expenses, was
14.6% for the year ending June 30, 2010, This is compared to an assumed return of 7.75%.

On an actuarial value of assets basis, the return for the year ending June 30, 2010 was 0.7%. The
difference is largely due to the recognition of defersed losses from prior years while 80% of the
gain for 2010 is deferred to future years. This return produced an overall investment loss of
$124.1 million for the year ending June 30, 2010.

{HEIRON
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R FEDERATED CITY EMPLOYELS' RETIREMENT SYSTEM e
R © JUNE 30,2010 ACTGARIAL VALUATION
SECTION HI
LIABILITIES

[n this section, we present detailed information on liabilities for the System, including:

Disclosure of ligbilities at June 30, 2009 and June 30, 2010, and

Statement of changes in the unfunded actuarial Habilities during the year.

A. Disclosure

Two typcs of liabilities are calculated and presented in this report. Each fype is distinguished by
the purpose for whzch Iht.. figures arc ultimately used.

Present Value of all Future Benefits: Used for measuring all future obligations,
represents the expected amount of money needed today to fully pay off all benefits hoth
carned as of the valuation date and thosc to be earned in the future by current plan

‘participants, under the current Plan provisions.

Aectuarial Liability-Entry Age Normal (EAN): Used for determining emplayer

contributions and GASB accounting disclosures. This liability is calculated taking fhe
present vatue of ail future benefits and subtracting the present value of future member
contributions and future employer normal costs as determined under the EAN actvarial
funding method. 1t represents the expected amount of money needed today to pay for
henefits attributed fo service prior to the vatuation date.

Table HI-I and Table ITI-2 on the following page disclose the liabilities for the current and prior
year’s valuations. By subtracting the actuarial value of assets from the actuarlal liahility, the net
surplus or an unfunded actuarial liability (UAL) is determined.

Tabie 11I-3 shows the Entry Age Normal Cost as a percentage-of pay. The Eatry Age Normal
Cost represents the expected amount of money needed to fund the benetits attributed to the next
year of service under the EAN actuarial funding method.

{(HERON 13



TEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM. ..

_JUNE 30,2000 ACTGARIAE YALUATION

SECTION III
LIABILITIES

Table I11-1

Present Value of Future Benefits

June 30, 2010

June 30, 2669

Basic Cost of Living | Total Retirement | Total Retirement
Actives
Retirement $ 892,594 1 % 296,688 1 § 1,189.282 | $ 1,308,642
Termination 77,573 20,126 07,699 169,640
Death 26,287 8,073 34,360 37,193
Disability 50,875 15,341 _ 66,216 71,629
Total Actives $ 1,047,329 | § 340,228 1 $ 1,387,557 | 3 1,527,104
Retirees 980,508 290,802 1,271,310 1,159,469
| Beneficiaries . 65,033 16,898 81,831 77,423
Disabled 51,027 14,527 65,554 63,844
Deferred Vested 63,964 21,940 _ 85,904 97348
Total $ 2,207,861 | § 684,306 | § 2,802,256 | § 2,026,218
' Amonnts in thousands
Table IT1-2
Actuarial Liability
 June 30,2010 June 36, 2069

Basic Cost of Living | Total Retirement | Total Retirement

Actives |
Retrement b 679,851 | $ 226,488 | $ 906,339 | § 686,710
Termination 33,116 9,208 42,318 46,903
Death 15,744 4,696 20,440 21,590
Disability 28,433 8,129 36,562 37,838
Total Actives b 757,138 | % 248,521 1 % 1,005,659 | § 1,093,041
Retirees 080,508 290,802 1,271,310 1,159,499
Beneficiaries 65,033 16,898 81,931 77423
Disabled 51,027 14,527 65,554 63,844
Deferred Vested 63,964 21,940 85,904 92,348
Total $§ 1917670 % 592,689 1% 2,516,358 | $ 2,486,1 55

{HEIRON
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. FEDERATED CITY EMPLOYLELES' RETIREMENT SYSTEM
) ©OJUNE-30, 2000 ACTUARIAL VALUATION

SECTION 111
LIABILITIES

Table I11-3
Entry Age Normal Cost

June 34, 20160 June 30, 2009
Basic Cost of Living | Total Retirement ; Total Retirement
Retirement 9.85% 3.23% 13.08% 13.63%
Termination 1.67% 0.39% 2.06% 2.14%
Death 0.50% - 0.16% 0.66% 0.67%
Disability 1.05% 0.33% 1.38% 1.44%
Reciprocity 0.20% 0.06% (.26% 0.28%
Tatal 13.27% 4.17% 17.44% 18.16%

B. Changes in Unfunded Actuarial Liabilities

The UAL of any retirement plan is expected to change at each subsequent valuation for a variety
of reasons. In each valuation, we report on those elements of _change in the UAL that have
particular significance or could petentially affect the long-term financial outlook of a retirement

plan. Below we present key changes in liabilities since the last valuation.

Table 111-4
Development of 2010 Experience Gain/(Loss)

Item Amount
1 Unfunded Actuarial Liabifity at June 30, 2009 $ 729,567
2 Expected unfunded accrued liability payment 39,555
3 Interest accrued ((I-2}x 0.0775) - 53,476
4 Decrease due to change in assumptions {59,363)
5 Expected Unfinded Actuarial Liability at June 30, 2010 (1-21344) 684,126
6 Actual Unfinded Liability at June 30, 2010 780,944
7 Difference: (5 - 6) (96,819)

a. Portion of (7) due 1o change in actuary $ 14,835

b.  Portinn of (7) due 1o investinent gain or loss (124,137

¢. Portion of (7) due to salary increases’ 45,018

d. Portion of (7) due to actual vs, expected contributions* (33,102)

e Portion of (7) due to other experience 767

f  Total $ (96,819)

Ameonnis in thousands

* The change due ta contributions is composed of $§29.9 million due 10 the one-year fag betveen the valuation date and effective date

af contributian rates pius $3.2 milfian dve o the difference between aotual and expecied payroll

{HEIRON



FEDERATED CITY EMPLDYEES' RETIREMENT SYSTEM. .. .-
JUNE 36, 2HOACTUARIAL VALTATION v

SECTION 1V
CONTRIBUTIONS

In the process of evaluating the financial condition of any pension plan, the actuary analyzes the
assets and liabilities to determine what level (if any) of contributions are needcd to achieve and
maintain an appropriate funded status of a plan. Typically, the actuarial process will use an
actuarial funding method that will resull in a patiern of contributions that are both stable and
predictable, ' :

The actuarial funding methodology employed is the Entry Age Normal actuarial funding method.
Under this method, there are two components to the total contribution: the normal cost, and the
unfunded acluarial liabilily coniribution. The normal cosl rate is determined by taking the value,
as of entry age into the plan, of each member’s projected future benefits. This value is then
divided by the value, also at entry age, of the each member’s expected future salary. The normal
cost rate is multiplied by current salary to determine each member’s normal cost. Finally, the
normal cost is reduced by the member contribution fo produce the employer normal cost. The
difference between the EAN actuarial liability and the aciuarial value of assets is the unfunded
actuarial liability. The UAL is made up of the unamortized UAL as of June 30, 2009 plus the
impact of the 2010 experience and assumption change. '

Table V-1 provides the payment schedules to amortize the unfunded Hability as of June 30,
2009 over 30 years, and any additional actuarial gains/(losses), assumption or method changes
after June 30, 2009 over 20 years.

Table TV-2- shows how the employer’s contribution rate for FYE 2012 is developed. The
methodology and assumptions used are in full compliance with the parameters set in GASB
Statement No. 25 for purposes of determining the annual required contribution (ARC).

Table IV-3 shows the employer’ contribution dollar amounts for FY 2012 assuming
contributions are made at the beginning of the fiscal year. To the extent contributions are made
after the beginning of the fiscal year, the amounts should be increased at an annual rate of 7.95
percent.
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< e FEDERATED CITY EMPLOVEES' RETIREMENT 5YSTEM
we JUNLE 30,2000 ACTUARIAL YALUATION

Contribution Rates

SECTION IV
CONTRIBUTIONS
Table IV-1
UAL Amortization
Outstanding | Remaining Payment
Balance Period § Amount % of Pay

Basic Retirement Benefit i

Golden Handshake $ 16,216 29 $ 980 0.32%

2009 UAL : 581,040 29 35,118 11.45%

2010 {Gain) or Loss 84,340 20 6,390 2.08%

2010 Assumption Change {38,172) 20 (2,892)F  -0.94%

Total $ - 643,425 $ 39,596 12.91%
Cost of Living Benefit - _ : _

Golden Handshake $ 3,943 29 1% 238 0.08%

2009 UAL 142,289 29 ' 8,600 2.81%

2010 {Gain) or Loss 12,478 20 845 0.31%

2010 Assumption Change {21,190) 20 {1,603)} -0.52%

Total $ 137,520 $ 8,178 2.67% -
Total $ 780,944 $ 47,774 15.58%

Tahle 1V-2

Fiscal Year2011.12 Fiscal Yenr 2010-11
Basic COLA Total Basie COLA Totai

Member Contribution Rate 3.56% - 1,12% 4.68% 3.69% 1.19% - 4.88%
City Scrvice Normal Rate 9.51% 2.98% 12.49% 5.84% 3.16% 13.00%
City Reciprocity Norma} Rate 0.20% 0.07% 0.27% 0.21% 0.07% 0.28%
Totn} City Normai Rate 9.71% 3.05% 12.76% 10.05% 3.23% 13.28%
City Deficiency Rate 12.59% 2.59% - 15.18% 9.19% 2.95% 12.14%
City Golden Handshake Rate 2.32% 0.08% 2.40% 0.26% 0.08% (.34%
Taotai City UAL Rate 12.91% 2.67% 15,58% 9.45% 3.03% 12.48%

22.62% 5.72%] 2R.34% 19.49% 6.25% 25.75%

City ARC Rate

 (HERON
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FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM

SJUNE 30, 2080 ACTUARIAL VALEATION

SECTION 1V
CONTRIBUTIONS

Table 1V-3
City Contribution Amounts (BOY)

Jaly 1, 2011

July 1, 2010

Basic COLA Total Basic COLA Totaf

City Service Normal Cost $ 29,0481 % 9146 [ 38294{ % 32390, % 10,404 | § 42,794
City Reciprocity Normal Cost 608 - 212 820 691 230 922
Total City Normai Cost £ 297561 5 9358 | % 39,1141 % 33,0811 % 10,634 | $ 43,715
City Deficicncy Cost F 386163 7940 [ 3 465551 % 30,240 % 971218 39953
City Golden Handshake Cost Y80 238 1,218 856 - 263 1119
‘Total City UAL Cost $  3959% | % 8I178i% 47,74 S$  3L096| % 9976 % 41,072
City Annual Required Contribution} § 69,3521 % 17,536{ 5 868885 64,1771% 20610 % 84,787
Amenrs in thoweneds
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FEDERATED CITY.EMPLOYEES' RETIREMENT SYSTEM
st FUNE 30, 2000 ACTUARIAL VALUATION

SECTION V
ACCOUNTING STATEMENT INFORMATION

Statement No. 25 of the Governmental Accounting Standards Board (GASB) establishes
standards for accounting and financial reporting of pension information by public employee
retirernent systems. '

The GASB No. 25 disclosure presents the actuarial liability computed for funding purposes to
the actuarial value of assets to determine a funded ratio. . The actuarial lability is determined
assuming that members continue. o terminate employment, retire, ete., in accordance with the
actuarial assumptions. Liabilitics are discounted at the assumed valuation interest rate of 7.95%
per annum,.

GASB Statement No. 25 requires the actuarial liability be compared with the actuarial value of
assets for funding purposes. The relevant amounts as of Jurie 30, 2009 and June 30, 2010 are
presented in Table V-1,

Tahle V-1
Federated City Employees' Retirement System

Hem June 30, 2014 | June 30, 2009 | % -C-h.ange
GASRB No. 25 Basis 1
1. Actuarial Liabilities

a. Members Currently Receiving Payments 0 1,418,794 1§ 1,300,766 9.1%
b, Vested Terminated and Inaciive Members 85,904 - 92,348 -7.0%
¢, Active Members 1,005,660 1,093,041 -3.0%
d. Total Actuarial Liability 18 2510358{ % 2,486,155 1.0%
(2. Actuarial Value of Asscls $ 1,729414 1 § 1,756,588 -1.5%
(3. Unfunded Actuarial Liability $ 780,944 | § 729,567 7.0%

4, Ratio of Actuarial V_élus of Assets
to Actuarial Liability (23(1){d) G8.89% 70.65% -1.8%

*  Results prigs to 12010 calcnlated by prior eetuary Amonnts in thausands
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FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM
JUNE 30, 2616 ACTUARIAL VALUATION - -

SECTION V |
ACCOUNTING STATEMENT INFORMATION

Tables V-2 through V-5 are cxhibits for use in the System’s Comprehensive Annual Financial
Report (CAFR). 'The Gevernment Finance Officers Association (GFOA) recommends showing
at least 6 years of experience in each of these exhibits. Table V-2 shows the Notes to Required
Suppiementary Information. Table V-3 presents an analysis of financial experience for the
valuation year; Tabte V-4 presents the Solvency Test which shows the puartion of actuarial
liability covered by assets; and Table V-3 presents the Schedule of Funding Progress.

. Table V2
Federated City Employees’ Retirement System
NOTES TO REQUIRED SUPPLEMENTARY INFORMATION

The information presented in the required supp!emeﬁtary schedules to the Financial Section
of the CAFR was determined as part of the actvarial valuation at the date indicated.
Additionat information as of the latest actuarial valuation follows.

Valuation date June 30, 2010
Actuarial funding method Entry Age Normal
Amortization method Level percent of pay, closed, tayered
Equivalent singte amostization period 28.4 Years
Asset valuation method - 5 year smoothing of return over or under expected returns
Actuarial assumptions: :

[nvestment rate of return 7.95%
Projected salary increases due 3.90%
to wage inflation ’

Cost-of-tiving adjustments 3.0% per year

The actuarial assumptions used have been recommended by the actuary and adopted by the
Federated Board based on the most recent review of Federated experience, completed in 2009.

The rate of employer contributions to Federated is composed of the normal cost, reciprocity
normal cost, amortization of the unfunded actuarial liability and the golden handshake rate. The
normat cost is a tevel percent of payroli cost which, along with the member contributions, wilt pay
for projected benefits at retirement for the average plan participant. The actuarial liability is that
portion of the present value of projected benefits that will not be paid by future employer normal
eosts or member contributions, The difference between this liability and the funds accumulated as
of the same daie is the unfunded actuarial Habitity.

1 - Additional merit salary increases of 1.00% {0 5.75% basced on a participant’s years of service are also assumned.
These increases are not used in the amortization of the UAL.
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FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM
“o BUNE 30, 2010 ACTUARIAL YARUVATION

SECTION V
ACCOUNTING STATEMENT INFORMATION

Table V-3

City of San Jose Federated City Employees’ Retirement System
ANALYSIS OF FINANCIAL EXPERIENCE
Gain {or Loss) in Actuarial Liability During Years Ended June 30
Resulting from Differences Between Assumed Experience
and Actual Experience

Gain (or Loss) for

Year Ending

Type of Activity June 30,2019
| Investment Income | _ ($124,137)
Combined Liability Experience 45,785
Gain (or Loss).During Year from Financial Experience " (878,352)
Non-Recurring Gain {or Loss) Items {18,467)
Composite Gain (or Loss) During Y ear ($96,819)

Amounis in thouvands

Table V-4
City of San Jose Federated City Employccs® Retirement System
GASB SOLVENCY TEST
- Actuarial Liabilities For
(A) (B) ()
Retirees, Remaining Portion of Actuarial
Valuation Active Bencficiarics Active Liabilities Covered
Date Member and Other Members' Reported by Reported Asscts
Junc 30, *¥ Contributions lnactives . Liabifitics Assets* {A) (B) {C)
2010 $ 242,944 § 1,504,698 §% 762,716 & 1,729,114 100% 99% %
2009 5 228967 § 1,393114 § 864,074 § 1,756,588 100% 100%  16%
2007 b 214,527 § 1003001 % 743,415 § 1,622,851 1 00% 100%  55%
2005 5 230,027 % 824,043 § 657,300 § 1,384,454 100% 100%  s0%
2003 $ 224,875 % 635,092 § 451,724 § 1,280,719 100% 100%  93%
2001 $ 210,377 % 529,853 % 332,103 3 1,060,144 100% 100%  96%
* Actuartal Yalue ol Assets - , " Amounts in thomsands
*® Results prins Lo ¥1/2010 cateulated by prior astuary
{(HERON 21



FERERATLED CITY EMPLOYEES' RETIREMENT SYSTEM .

SECTION Y
ACCOUNTING STATEMENT INFORMATION

JUNE 3, 2000 ACTUARIAL VALUATION

Table V-5
Schedule of Funding Progress
Unfunded AL
Actuarial Achariat Vaiue Actuarinl nfunded Funded Covered as a % of

Valuation Date of Asscts Liability {AL) AL Ratio Payroli Cevered Payroll

June 30, 2001 $£1.060,144 $1,072,333 $12,189 99% $252,696 5%

June 30, 2063 $1,280,719 $1,311,691 $30,972 38% $292,961 11%
Tune 30, 2005 $1,384,454 $1,711,370 $326,916 81% £286,446 F14%
June 30, 2007 $1,622,851 $1.,960,943 $338,092 83% $291,4405 116%
June 30, 2009* $1,756,588 $2,486,153 $729,567 % 323,020 226%
June 30, 2010 $1.,729.414 $2,510,358 $780,944 64% £300,8 11 260%

* Awnguals for usg 30, 2009 and eacfier were coloulated by the prioy actuary

{HERON
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FEDERATERCITY EMPLOVELS? RETIREMENT SYSTEM
JUNE-30, 2010 ACTUARIAL VALUATION

APPENDIX A

MEMBERSHIP INFORMATION

Table A-1

San Jose Federated City Employees' Retirement System
Active Member Data

San Jose Federated City Employees' Retirement System
Non-Active Member Data

June 306, 2010 June 38, 2009 % Change
Total
Count 3.818 4,079 -6.4%
Average Current Age 45.9 45.5 0.9%
Average Service 12.1 _ 11.6 4.3%
Annual Expected Pensionable Earnings L} 300,811,165 % 323,020,387 -6.9%
Average Expected Pensionable Earnings 3 78,788 § 79,191 -.5%

Table A-2

: Count Avernge Age
June 30,2010 June 30, 2009 % Change | June 30, 2018 June 30,2009  %Change
Toial .
Retired & Disabled 2,683 2,518 6.6% 68.2 68.3 -0.1%
Bencficiaries 428 412 3.9% 727 72.6 0.1%
Payec Total 3,111 2,930 6.2% 68.9 63.9 6%
Inactives 734 719 2.1% 45.6 45.3 0.7%
Table A-3
San Jose Federated City Employees™ Retirement System
Non-Active Member Data
Total Annual Benefit* Average Annual Bene fit*
June 30,2000 June 30,2009  %Change! June 3¢, 2010 June 30, 2009  ®4Change
[Total
Retired & Disabled | § 104,841,445 § 93,087,905 11.5% ¢ § 39076 % 37,326 4.7%
Beneliciaties 7.818.669 7,205,802 8.5% 18,268 17,49¢ 4.4%
Payee Total 112,660,114 % 101,193,707 1.3% | % 36213 & 34,537 4.9%
Inactives** ¥ 9,611,703 % 9,498,067 1.2% 13,095 13,210 -0.9%
* Benefits provided in June 30 valuation data
** For Inactives, benefit is calculated hased on the data assumptions and methods outlined in Appendix A.
{HEIRON 23



. fTI}i RATED CITY T\IP! OVEES' RETIREMENT SYSTE ‘r[ .
JUNE 30, 2010 ACTUARIAL YALUATION

- APPENDIX A
MEMBERSHIP INFORMATION

o o
San Jose Federated City Employees’ Retirement System
Distyibntion of Active Members as of June 30, 2010

THwld 15019 Mt

vl Crand

Table A-5
San Jose Federated Cily Employees’ Refirement System
Distrilnttion of Active Membess as of June 30, 2010

1told  15f019 HiwH

35to3s  dDandup

75,899

81,523

15 § #6MIS

' ﬁ “zri R

-
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FEDERATED CiTYV EMPLOYEES' RETIREMENT SYSTEM
JUNE 30,2010 ACTUARIAL VALUATION

. APPENDIX A
MEMBERSHIP INFORMATION

Tabic A-0
San Jos¢ Federated City Emplnyees' Retirement System
Retirees and Disabled by Attwined Age and Benelit Effective Date

As of June 30, 201

M w79

Avernpe Apge il Retiremont/Disablity 683
Avernge Curreot Age 6589
Average Annugl Pension % 36,213 o . .




Count

< . _FEDERATED CITY EMPLOVEES' RETIREMENT SYSTEM
IR JUNE 36,2010 ACTUARIAL VALUATION

- APPENDIX A
MEMBERSHIP INFORMATION
_ _ \ Table A-7
San Josc Federated City Employces' Retirement System
Distribution of Retirecs, Disabled Members,
and Beneficiaries as of June 30,2010
ABE e e - COUBE s
Under 50 51
50 to 51 85
55 to 59 425
60 to 64 650
65 (o 69 557
70 to 74 436
151079 347
&0 to 84 273
8510 89 202
90 and up 85
Total 3,111

Chart A-1

“Count Distribution
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Benefit in Millions

FEDERATED CITY.EMPLOYEES® RETIREMENT SYSTEM
JUNE 30, 201 0-ACTUARIAL VALUATION

APPENDIX A
MEMBERSHIP INFORMATION

Table A-8

San Jose Federated City Employees’ Retirement System

Distribution of Retirees, Disabled Members,
and Beneficiaries as of Jume 30, 2010

Age Annual Benefit
Under 50 $1,116,659
50 to 54 $4,200,736
55 to 59 £18,922,135
60 1o 64 $28,173,529
635 to 69 ' $21,493,942
T0to 74 515,297,510
T5t079 : $10,231,195
80 to 84 $7.,033,543
85to 89 $4,728,885
90 and up $1,461,981
Total : : $112,660,114
Chart A-2
Benefit Dis tribution .
$25
£20
15
510
§5
30

L HERON
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- 1-»,:;3--..-, . st JUNE 3, 2016 ACTUARIAL YALUATION

. FEDERATED CITY EMPLOYEES' RETIREMENT SYSTLEM

APPENDIX A
MEMBERSHIP INFORMATION

Data Assumptions and Methods

In preparing our data, we relied without audit on information supplied by the Department of
Retirement Services. This information includes, but is not fimited to, plan provisions, employee
data, and financial information. Our methodology for obtaining the data used for the valuation is
based upon the following assumptions and practices:

Records on the “Active™ data file are considered to be Active if they do not have a reason for
termination,

Records on any of the data files are considered to be inactive if they have a reason for
termination of deferred vested or leave of absencefinactive.

Records on the “Retirec” and “Beneficiary/QDRO” files are considered in pay status if they
do not have a date of death, are not inactive and have not withdrawn from the plan.

Service for actives that have 1o service amount is calgulated to be the time from date of hire
fo the valuation date.

Service for inactives thal have no service amount is calculated to be the time from date of
hire to date of termination. -

‘The most recent annual salary for actives is calculated to be “compensation rate 2 multipiied
by 26. If the annualized rate is less than $23,400, a minimum annual salary of $39,000 is
used.

The annual benefit for inactives is equal to 2.5% of final compensation per year of service,
up to a maximum of 75% of final compensation. Members who terminated prior to June 30,
2001 have their final compensation adjusted for a three-year average rather than a 12- mcmth
average.

We assume any member found in last year’s “Retiree” file and not in this year’s file has
deceased without a beneficiary and should be removed from the valuation data.

We assume al} deceased members with payments continuing to a beneficiary have already
been accounted for in the “Retiree” file.

{HeEwon 28



FEDERATED CITY EMELOYLES' RETIREMENT.SYSTEM
JUNE 30, 2000 ACFERRIAL YALUATION -

APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

A. Actuarial Assumptions
1. Investment Return Assumption
| Assets are assumed to earn 7.95% net of investment and administrative expenses.
2. Infterest Credited to Member Contributions
3.00%, compounded annually.

3. Salary Increase Rate
Wage inflation component 3.90%

In addition, the following merit component is added based on an individual member’s
years of service:

Tabie B-1
Salary Merit Increases

Years of Service Merit/ Longevity

0 5.75%
1 3.75

2 2.25

3 1.75

4 1.00
5+ 0.25

4. Family Composition

Percentage married is shown in the foliowing Tabic B-2, Women are assumed to be three
years younger than men.

Table B-2
Percentage Married

Gender Percentage
Males 75%
Females 35%
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L FEDERATED CiTY EMPLOVEES’ RETIREMENT SYSTEM
Vi SEEL T T JUNLE 30, 2H0 ACTEARIAL YALUATION

ACTUARIAL ASSUMPTIONS AND METHODS

APPENDIX B

5. Rates of Withdrawal/Termination

6.

Sample rates of withdrawai/termination are show in the foliowing Table B-3.

Table B-3
Rates of Termination/Withdrawal
. Vested
Age Withdrawal Termination
20 11.00% 0.00%
25 7.00 . 3.00
30 5.00 3.00
35 2.50 2.75
40 1.50 2.00
45 [.25 2.00
30 1.235 1.50
55 1.00 0.00
60 1.00 0.00
65 0.00 0.00

* Withdrawal/termination rates do not apply once a member is eligible for retirement

30% of terminating employees are assumed to subsequently work for a reciprocal
employer and receive 3.9% pay increases per year.

Rates of Disability

Sample disability rates of active participants are provided in Table B-4.

Table B-4
Rates of Disability at Seleeted Ages
Age Disability
20 0.04%
25 0.06
30 0.07
33 0.09
40 0.13
45 0.25
50 0.40
53 0.50
60 1.00
65 200
70 0.00

{HERON
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FEDERATED CITY EMPLOVELES’ RETIREMENT.SVSTEM
JUNE 30, 2000 ACTUARFAL-VALUATION

APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

50% of disabilities are assumed to be duty related, and 50% are assumed to be non-
duty.

7. Rates of Mortality for Healthy Lives
Mortality rates for actives, retirees, beneficiaries, terminated vested and reciprocals are

based on the sex distinct 1994 Group Annuity Mortality Tables setback three years for
males and one year for females.

* Table B-5 _
Rates of Mortality for Active and Retired
Healthy Lives at Selected Ages

Age Male Female
20 0.043% 0.028%
25 0056 0.029
30 0.073 0.033
35 0.084 0.045
40 0.089 0.065
45 0.125 0.092
50 0.190 - 0.131
55 0.321 0.208
60 (.558 0.386
63 _ 1.015 0.762
70 1.803 1.271
73 2.848 2.038
80 4.517 3.536
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e FERERATED CITY EMPLOYEES' RETIREMENT SYSTEM
=T JUNE 30, 2010 ACTUARIAL YALUATION

APPENDIX I3
ACTUARIAL ASSUMPTIONS AND METHODS

8. Rates of Mortality for Retired Disabled Lives

Mortality rates for disabled retirees are based on the 1981 Disability Mortality Table.

Table B-6
Rates of Mortality for Disabled Lives at Selected
Ages

Age Male Female
20 0.660% 0.660%
25 0.960 0.960
30 1.220 1.220
35 1.480 1.480
40 1.760 1.760
45 2,080 2.080
50 2.440 2.440
55 2.840 2.840
60 3.300 - 3.300
65 3.790 3.790
70 4.370 4.370
735 5.530 5.530
80 8.740 8.740

{HEIRON



FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM . .
JUNE 30, 2010 ACTUARIAL ¥ALUATEON

APPENDIX B '
ACTUARIAL ASSUMPTIONS AND METHODS

9, Rates of Retircment

Rates of retirement are based on age according to the following Table B-7.

Table B-7
Rates of Retirement by Age
Age Retirement
50 0.00%
51 0.00
52 (.00
53 0.00
54 (.00
55 15.00
56 7.50
57 7.50
58 - 7.50
59 7.50
60 7.50
61 7.50
62 20.00
63 10.00
64 10.00
65 25.00
66 - 25.00
67 25.00
68 _ 25.00
69 25,00
70 & over 100.00

The probability of retirement increased to 50% each year after completion of 30 years of
service and attainment of age 50.
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< ew - FEDERATED CITY EMPIOYEES® RETIREMENT SYSTEM
LS JUNE30, 2610 ACTUARIAL VALUATION

APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

Deferred Member Benefit

The benefit was estimated based on information provided by the Department of
Retirement Services. The data used to value the estimated deferred henefit were credited
service, date of termination, and last pay rate. Based on the data provided, highest
average salary was estimated.

Other

The contribution requirements and benefit values of a plan are calculated by applying
actuarial assumptions to the benefit provisions and member information, using the
actuarial funding methods described in the following section.

Actual experience of Federated will not coincide exactly with assumed experiences,
regardiess of the choice of the assumptions, the skiil of the actuary or the precision of the
many cajcuiations made. Each valuation provides a complete recalculation of assumed
future cxperience and takes into account alf past differences between assumed and actual

~ experience. The resuit is a continual series of adjustments to the computed contribution

12.

rate. From time lo Ume it becomes appropriate to modify one or more of the
assumptions, to refiect experience trends, but not random year-to-year fluctuations.

Changes Since Last Valuation

.The assumption for the expected rate of return on investments was changed from 7.75%

to 7.95%. The payroll growth/wage inflation assumption was changed from 3.83% to
3.90%.
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FEBERATED CITY EMPLOYEES' RETIREMENT SYSTEM .
JUNE 30, 20010 ACTHARIAL VALUATION

APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS .

B. Actuarial Methods
1. Actuarial Funding Method

The Entry Age Normal actuarial funding method was used for active employees, whereby
the normal cost is computed as the level annual percentage of pay required to fund the
retirement benefits between each member’s date of hire and assumed retirement. The
actuarial liability is the difference between the present value of future benefits and the
present value of future normat cost. ‘the unfunded actuarial liability is the difference
between the actuarial liability and the actuarial value of assets.

The unfunded actuarial accrued liability as of June 30, 2009 is amortized as a level
percentage of pay over a closed 30-year period eommencing June 30, 2009, Actuarial
gains and losses, assumption changes, and plan changes are amortized as a level
percentage of pay over a 20-ycar period beginning with the valuation date in which they
first arise.

2. Asset Valuation Method

For the purposes of determining the empioyer’s contribution, we use an actuarial vafue of
assets. The asset adjustment method dampens the volatility in asset values that could
occur because of the fluctuations in market conditions, Use of an asset smoothing
method is consistent with the fong-lerm nature of the actuarial valuation process. Assets
are assumed to be used exclusively for the provision of retirement benefits and expenses.

The actuarial value is calculated by recognizing 20% of each of the prior four years of
actual investment expertence relative to the expected return (7.75% for 2009-10 and
8.25% for prior years) on the actuarial asset value. The expected return on market assets
is determined using the Fund’s actual cash flows and the actuarial rate of interest. The
balance of the actual investment experience is recognized in a simtlar fashion in future
years.

3. Annual Required Contribution

At its November 2010 mecting, the Board adopted a policy setting the Annuai Required
Contribution to be the greater of the dollar amount reported in the actuarial valuation
(adjusted for interest based on the time of the contribution) and the doliar amount
determined by applying the percent of payroli reported in the actuarial valuation to the
actual payrotl for the fiscal year.
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- TEDERATED CITY EMPLOYEES® RETIREMENT SYSTEM
iyt JUNE 30, 2010 ACTUARIAL VALUATION

APPENDIX C
SUMMARY OF PLAN PROVISIONS

Membership Requirement

Participation in the plan.is immediate upon the first day of fuli-time employment.

Final Compensation

Members who separated from city service prior to June 3 0, 2001:

The highest average annual compensation earnable during any period of three
consecutive years,

Members who separated from city service on or after June 30, 2001 :

The highest average annual compensation earnable during any period of twelve
consecutive months.

Credited Service

One year of service credit is given for one thousand seven hundred thirty-nine or more
hours of Federated city service rendered in any calendar year. A partial year (fraction
with the numerator equal to the hours worked, and the denominator equai to one thousand
seven hundred thirty-nine) is given for each calendar year with less than one thousand
seven hundred thirty-nine hours worked.

Member Contributions

a, Member:

The amount needed to fund 3/11 of benefits accruing for the current year. These
contributions are crediied with interest at 3.0% per year, compounded anmualiy,

b. Employer:

The Empluyer contributes the remaining amounts necessary to maintain the
soundness of the Retirement System.

. -Service Retirement

Eligibility
Age 35 with 5 years of service, or any age with 30 years of service.

Benefit - Member

2.5% of Final Compensation for each year of credited service, subject to a maximum of
75% of Final Compensation.
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FEDERATED CTTY EMPLOYEES’ RETIREMENT SYSTEM
JUNE 30,2010 ACTUARIAL VALUATION -

APPENDIX C
SUMMARY OF PLAN PROVISIONS
Benefit - S.urvivor
30% of the service retirement beneld paid to a quatified survivor.
Service-Connected Disability Retirement
Eligibility
No age or scrvice requirement.

Benefit - Member

2.5% of Final Compensation for each year of credited service, subject to a minimum of
40% and a maximum of 75% of Final Compensation. Workers® Compensation benefits
are generally offset from the service-connected benefits under this system.

Benefit - Survivor

30% of the disability retirement benefit paid to a qualified survivor.
Non-Service Connected Disability Retirement |

Eligibility

3 years of service.

Benefit - Member

Members who were hired prior to September 1, 1998:
The amount of the service-connected benefit reduced by 0.5% for each year that the
disability age preceded fifty-five.

Members who were hired on or after September 1, 1998:

20% of Final Compensation, plus 2% of Final Compensation for each year of credited
service between 6 and 106 years, plus 2.5% of Final Compensation for each year of
credited service in excess of I6 years, subject to a maximum of 75% of Final
Compensation '

Benefit - Survivor

50% of the disability retircment benefit paid to a qualificd survivor.
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" FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM
s JUNE 36, 2010 ACTUARIAL YVALUATION ’

APPENDIX C :
SUMMARY OF PLAN PROVISIONS

8. Death while an Active Employee

Less than 5 Years of Service, or No Qualified Survivor:
Lump sum benefit equal to the accumulated refund of all employee contributions with
interest, plus one month of salary for each year of service, up to a maximum of 6 years.

§ or more Years of Service:

2.5% of IFinal Compensation for each year of credited service, subject to a minimum of
40% and a maximum of 75% of Final Compensation. Yhe benefit is payable until the
spouse or-registered domestic partner marries or establishes & domestic partnership. If
the member was age 53 with 20 years of service at death, the benefit is payable for the
lifetime of the member’s spouse or registered domestic partner,

9. Withdrawal Benefits

Less than 5 Years of Service:
Lump sum benefit equal to the accumulated employee contributions with mterest.

5 or more years of credited service:
The amount of the service retirement benefit, payable at age S5.

10. Additional Post-retirement Peath Benefit

A death benefit payable as a tump sum equal to $500 will be paid to a qualified survivor
upon the member’s death. '

11. Post-retircment Cost-of-Living Benefit
Benefits are increased every April 1 by 3.0%, without banking.
Note: The summary of major plan provisions is designed to outline principal plan
benefits. If the Department of Retirement Services should find the plan summary not in

accordance with the actual provisions, the actuary should immediately be alerted so the
proper provisions are valued.
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ATPENDIX D
GLOSSARY OF TERMS

Actuarial Liability

The Actuarial Liability is the difference bhetween the present value of all fufure system
benefits and the present value of total future normal costs. This is also referved to by some
actuaries as the “accrued labitity” or “actuarial lizbility”.

Actuarial Assumptions

Estimates of future experience with respect to rates of mortality, disability, twrnover,
retirement rate or rates of investment mcome and salary increases. Actuarial assumptions:
(rates of mortality, disability, turnover and retirement) are generaily based on past
experience, often modified for projected changes in conditions. Economic assumptions
(salary increases and investment income) consist of an underlying rate in an mf‘!at:on free
environment plus a provision for a long-term average rate of mflation. :

Accrued Service

Service credited under the System which was rendered before the date of the actuarial
valuation, '

Actuarial Equivalent

A single amount or series of amounts of equal actuarial value to another single amount or
series of amounts, computed on the basis of appropriate actuarial assuinptions.

Actuarial Funding Method

A mathematical budgeting procedure for ailocating the doliar amount of the actuarial present
value of a refirement system benefit between futwre normal cost and actuarial accrued
liability. Sometimes referred to as the “actuarial funding method”.

Actuarial Gain {Loss)

The difference between actual experience and actuarial assumption anticipated experience
during the period between two actuarial valuation dates.

Actuarial Present Value
The amount of funds currently required to provide a payment or series of paymenis in the

future. It is determined by discounting future payments at predetermined rates of interest,
and by probabilities of payment. : :
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FEDERAIEb CITY EMPLOYVEES' RETIREMENT §YSTEM
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APPENDIX D
GLOSSARY OF TERMS

Amortization

Paying off an interest-discounted amount with periodic payments of interest and principal—
as opposed to paying off with a luinp sum payment.

Annual Required Contribution (ARC) under GASB 25

The Governmental Accounting Standards Board (GASB) Statement No. 25 defines the Plan
Spensor’s “Annual Required Contribution” (ARC) that must be disclosed annually. The
SIFCERS Employer computed contribution rate for FY 2011 meets the parameters of GASB
25.

Normal Cost

The actuarial present value of retirement systemn bencfits allocated to the current year by the
actuarial funding method.

Set back/Set forward

Set back is a period of years that a standard published table (i.e. mortality) is referenced
backwards in age. For instance, if the set back period is 2 ycars and the participant’s age is
currently 40, then the table value for age 38 is used from the standard published table, Tt is
the opposite for set forward. A system: would use set backs or set forwards to compensate for
mortality experience in ther work force.

Unfunded Actuarial Liability (UAL)

The unfunded actuarial liability represents the difference between actuarial liabitity and
valuation assets. This value is sometimes referred to as “unfunded actuarial- accrued
liability”.

Most retirement systems have unfunded actuarial liabilities. They typically arise each time

new benefits are added and each time experience losses are realized.

The existence of unfunded actuarial accrued liability is not in itself an indicator of poor
funding, Also, unfunded actuarial liabilities do not represent a debt that is payable today.
What is important is the ability of the plan sponsor fo amortize the unfunded aétuarial
liability and the trend in its amount (after due allowance for devaluation of the do}ar).
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Classic Values, Innovative Advice

LETTER OF TRANSMITTAL

November 29, 2011

Retirement Board of the Federated Cily
~ Employees’ Retirement System

1737 North 1 Street, Suite 580

San Jese, California 95112

Dear Members of the Board:

‘The purpose of this report is to present the June 30, 2011 actuarial valuation of the City
of San Jose Federated Cily Employees® Retirement System (“System™). This report is for
the use of the Retirement Board and its auditors in preparing financial reports in
accordance with applicable laws and accounting requirements. Any other nser of this
report is notan intended user and is considered a third party.

" The table below presents the key results of the 2011 valwation compared fo the 2010

valuation,
Sumumary of Key Valuation Results
6/30/2011 6/30/2010
Discount Rate . 71.50% 7.95%
Actuarial Liability (AL) $ 2,770,227  $ 2,510,358
Actuarial Value of Assets (AVA) 1,788,660 - L,729413
Unfinded Actuarial Liability (UAL) ¥ 981,567 b 780,945
Funding Ratio - AVA 65% 69%
Market Value of Asstts (MVA) ¥ 1,760,617 $ 1,512,802
. Tund ing Ratio - MVA ' : 64% 60%
Tiscal Year Ending 6/30/2013 6/30/2012
Member Contribution Rate 5.74% 4.68%
City Contribution Rate
Normat Cost Rate 18.08% 12.76%
UAL Rate : 26.37% 15.58%
Total City Rate 49,45% 2834%
Total Contiibution Rate 50.19% 33.02%
Totlal Contyi l;Julion Amount
-if pajd at the beghining of the year $ 102,972 $ 80,888
-if paid at the end of the year ¥ 116,694 ¥ 93,795

Asmonats in thonsonds

1750 Tysans Soulevard, Suite 1100, Mchoan, YA 22102 Tel: 703.893.1455 Fay: 703,893.20056 “wiwchelron.us



Board of Administration
MNovember 29, 2011
Page ii

At #ts Qclober 2011 meeling, the Board adopled a number of assumption changes based
on recommendations from our experience study repott. 1n particular, the Board reduced
its investment retun assumption from the 7.95% that was used jn the prier valualion and
the 7.75% that had been previously adopled for this valvation to 7.50%. The wage
growth assumption was also reduced from 3.90% in the prior valuation to 3.25% in this
valuation. Administrative cxpenses and the Supplomental Retirec Bencfil Reserve
{SRBR), which had been implicitly valucd as part of the investment relurn assumption,
are now cxplicitly valved as an addition lo normal cosl (0.70% of payroll for
administrative expenses and 0.35% of the markel value of assets for the SRBR). The
changes in assunplions are summarized in Appendix B of this repart, and more detail is
provided in our experience study report.

During the year, there were also very significant changes due to the experience of the
System, including a 14% reduction in the nuimber of aetive members and a 24% reduction
in the expected payroll. The investment return for the year was nearly 19%, but duc fo

_asset smoothing, prior investment tosses are 5till being phased in and aga result the return
on the actuarial value of assets was only 5.5%.

o Unfunded Actuarial Liability (UAL)/Surplus: The UAL increased by approximately
$200 milfion primarily due to the assumption changes ($188 miilion}.

o Funding Ratio: The ratio of the actuavial value of assets to actuarial Habilities
declined since the last valuation from 69% to 65% due te the assumption changes.
The qetuarial value of assets is smoothed in order to mitigate the impact of investment
performance volatility on employer contribution rates. Without the asset smoothing,
the ratio of the market value of assets to actuarial liabilities increased from -60% to
64% even with the impact of the assumption changes. '

o Member Contribution Rate: The member coniribulion rate is a proportion (3/11"%) of
the seivice normal cost rate. The Mcmber coniribution rate increased from 4.68% to
4.82% duc to demographic experience and from 4.82% to 5.74% due 1o the changes
in assumptions.

s City Coniributions: City contributions are a propartion (8/1 1% of the service nomal
cost rate plus the reciprocity normal cost rate plus an amortization payment on the
UAL. Cily contributions as a percent of payroll increased significantly {rom 28.34%
of payroll to 44.45% of payroll. However, the decrease in payroll exaggerates the
incieased cost to the City. The beginning of year contribuifion amount increased from
$87 million to $103 million due primarily to the assumption changes, Based on the
prior valuation, the contribution amount had been expscted to increase to $105
million without all of the assumption changes,

More detalls on the plan experience forthe past year, including the changes listed above
and their impact on these June 30, 2011 valuation resulis can be found in owr report
which foHows.
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in preparing our report, we relied without audit, on information (some oral and some
writien) supplied by the City of San Jose Department of Retitement Services. This
information includes, but is not limited to, the plan provisions, cmployce data, and
financial information,

We hereby certify that, to the best of our knowledge, this ropori and its contents, which
are based on the information und data supplied by the City of San Jose Department of
Retirement Services, are worlc products of Cheiron, Inc. Thess work producis are
complete and accurate and have been prepared in accordance with generally recognized
and accepted actuarial principles and practices wlicl are consistent with the Code of
Professional Conduct and applicable Actuarial Standards of Practice set out by the
Actuarial Standards Board. Furthermore, as credentialed actuaries, we mect the
Qualification Standards of the American Academy of Actuaries to render the opinion
contained in this report. This report does not address any contractual or fegal issues. We
are nol attorneys and our firtn does not provide any legal services or advice,

This uctuarial valuation report was prepared solely for the Sysiem for the purposes
described herein, except that the plan auditor may rcly on this teport solely for the -
purpose of completing an audit related to the matters herein. This actuarial valuation
teport is not intendsd to benefit any third parly, and Cheiron assumes 1o duty or liability
to any such party. '

Finally, it’s imiportant to note that this valuatioo, which was prepared using census data
and financial information as of June 30, 2011, does not reflect any subsequent changes io
the membership piofile and the investment markets.

Sincerely,
Cheiron

Y I o Wbl ke

G_e! lw.ar.s_ki_, FSA, FCA, BEA, MAAA William R. Hallmark, ASA, FCA; EA, MAAA
Prineipal Conigulting Actuary Consulting Actuary
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FEDERATED CITY EMPLOYERES® RETIREMENT S¥YSTEM
JUNI 30, 2011 ACTOARIAL VALUATION

SECTIONT
BOARD SUMMARY

The primary pupose of this actuarial valuation is to report, as of the valuation date, on the
following: '

The financial condition of the Federated City Employees’ Retirement System,
Past and expected trends in the financial condition of the System

The Employer’s contribndion rate for the Fiscal Year Ending June 30, 2013, and
Information required by the Governmental Accounting Standards Board (GASR).

* ¥ ®

In this Section, we present a simmary of the principal valuation results. This includes the basis
upon which the June 30, 2011 valuation was completed and an examination of the current
financial condition of the System. In addition, we present a review of the key historical trends
followed by the projected financial oullook for the System.

A, Valuation Basis
The System’s funding policy sets City contributions equal to the sum of:

« A portion (8/11™) of the Service Normal Rate (Regular Curtent Setvice Rate).

¢ The Reciprocity Rate, which is the prefunding of the Hability for reciprocal benefits with
certain other California public pension plans.
"The Deficiency Rate, which is the amortization of the funding deficiency. o
The Galden Handshake Rate, which is the cost Tor funding the additional benefits granted
in the past to certain retiring employees.

The unfunded actuarial liability as of June 30, 2009 (including the Gelden Handshake) is
amortized over 30 years from that date, and any subsequent gains or losses or assumption

changes are amortized as part of the Deficiency Rate over 20 years from the valuauon in
which they are first recognized.

Member contributions equat 3/11" of the Service Notmal Rate.

{HEIRON - l



FEDERATED CETY EMIEOYELS RETTREMENT SYSTEM
JUNE 30, 2011 ACTUARTAL VALUATION

SECTIONE
BOARD SUMMARY

B. Current Financial Condition

On the following pages, we summarize the key results of the June 30, 2011 valuation and
how they compare to the results from the June 30, 2010 valuation.

Membership:

As shown in Table I-| below, total membership in Federated declined stightly from 2010
to 2011, but the changes between categories of membership were significant. Active
rmembership decrcased 14.2%, terminated vested membership increased 18.7%, and

retireé membership (inetnding beneficiaries) increased 10.2%. Total payrol] decreased .
by 23.9%, and the average pay per active member decrcased by 11.2%.

Tahle I-1
Total Membership
ftem ' Jume 30, 2011 June 36, 2010 % Change
Active Caunts 3,274 - 3,818 (14.2%)
Terminated Vestods 869 732 18.7%
Ratirees 2,769 2,472 12.0%
Beneficiarics 449 428 4.9%
Disabled 210 211 (0.5%)
Total City Members. 7571 7,661 (1.2%)
Active Member Payroll $ 228,936,398 § 300,811,165 (23.9%)
Average Pay per Active Member 69926 78,738 (11.2%)

Assets and Liabilities;

Table 1-2 on the following page presents a comparison between the June 30, 2011 and
Junc 30, 2010 assets, liabilities, UAL, and funding ratios.

The key resuits shown in Table I-2 indicate that the total actuarial liabiity increased
10.4% and the market value of asscls increased by 16:4%. The System etuploys an asset
smoolhing method which dampens investmenl market volatility. Yor this year the
smoothed value of assets (called the actvarial value of assets) increased by 3.4%. The

ratio of the actuarial value of assets to the market value of assets decreased from 114% to -

102%, indicating that the deferred losses are now only slightly preater than the deferted
pains. Finatly, the UAL increased from $780.9 million to $981.6 million, resulting in a
decreasc in the funding ratio from 68.9% to 04.6%. Based on the market vaiue of asscts,
the funding ratio increased from 60.3% to 63.6%.
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FEDERATED CITY EMPLOYELS® RETIREMENT SYSTEM
JUNE 30, 21 ACFUARTAL VALUATION

SECTIONT
BOARD SUMMARY
Table 1.2
Assets & Liahilities

Ttem (BAN) June 30, 2011 June 30, 2010 Y% Change

Actives 3 878,864 3% 1,005,660 (12.6%4)

Terminated Vesteds 111,225 85,904 29.5%

Relirees 1,570,604 1,271,308 23.5%

Benefictaries . 43,751 81,931 14 4%

Disabled 72,674 65,554 10.9%

SRBR Balance _ - 43,109 0

Total Actuarial Liability 2,770,227 2,510,358 10.4%
1 Marke1r Value Assets $ 1,760,617 § 1,512,802 16.4%

Acltarial Value Assels $ 1,788,660 $ 1,729,413 3.4%

Unfunded Actuarial LiabHity 3 081,567 % ’?I80,944 25.7%

Funding Ratio- Market Value 63.6% 60.3% 3.3%
{ Funding Ratio - Actuatial Vaiue 64.6% _ 68.9% (4.3%)

Anoruyy W thousaids

3. Contributions;

Table 1-3 shows sources for the change in the net contribution rates and City coniribution
amount from the rates and amount caleulated in. the prior veport. The inocrease in the
Member contribution rate is primarily due to the assumption changes. The increase in the
City’s contributiun rafe is also primarily due to the assumption changes, but is fucther
cxaggerated by the decreased payroll over which the UAL is spread, The City’s
contribution amount would have actually been lower than the prior valuation exeept for
the assumption changes.
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YEDERATED CITY EMPLOYELS' REVIREMENT SYSTEM

FUNE 30, 2011 ACTUARIAY, VALUATION

. SECTIONI]
BOARD SUMMARY
Table 1-3
Contributton Reconcifiation
City Total
Tteny Member  MNormal VAL Total Citly §
1. ¥¥12 2012 Cuniribution Rate 4.68% 12.70% 15.58% 2834%  § 86D
2. Plan Experience
a) Change due 1o investment loss 0.00% 3.00% 2.569% 2.69% 6.2
b) Change due to démographic experionce 0.E4% 0,42% (2.79%) {2.37%) {5.5)
¢) Change dusto aggregate payrull deereasing 0.00% 0.00% 4.16% 4.16% {116}
3. Assumption Changes
a) Change dug Lo demographie assumption changes (L37% 1.45% 2.09% 2.54% 8.2
b} Change: due Lo expligit expense assumption 0.19% 0.51% 0.00% 0.51% 1.2
¢} Cimnge due to explicit SRBR assuniption 0.00% 2.57% 300% 2.57% 6.0
d} Change duc to econumic sssumption changes 0.16% 0.37% 4.64% 5.01% . 1167
4. FYE 2013 Contribution Rate 5.74% 18.08%  2637% 44,45% § 103.0

In Section 1V of this rejiort, we provide more detail on the development of this contribwtion

tate.,
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FEBERATED CTTY EMILOYERES RETIREMENT SYSTIM
JUNE 30, 2017 ACTUARIAL VALUATION

SECTION I
BOARD SUMMARY

Histoyvical Trends

Despite the fact that most of the atlention given {o the vajuation is with respect to the most
recently computed unfunded actuarial Hability, funding ratio, and the System’s contribution
rales, il is important tn remember that cach valuation is mercly a snapshot of the long-term
progress of a pension fund. It is more important to judge a current year's valuation result
rclative to historical trends, as well as trends expected into the future. In the following
charts, we present the historical trends based on prior actuarial valuations. Please nole that

-~ prior to Tupe 30, 2009, valuations were performed every other year. Beginning June 30,
2009, valuations are performed every year.

In the chart below, we present the histotical trends for assets (both market and smoothed)
versus actuarial tabilities, nnd also show the progress of the funding ratios since 1997.

Federated Assets and Liabilities 1997-2011

The City of San Jose Federated Employees' Refirement System
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{in milfons)
£ Kdarfet Velne of Aveeis prior 0o 2003 were ol ropovied separaiely for ihe Retlventent Renefits
The chart above indicates that from 1997 fo 2001, the System’s funding ratio improved, but

was still in defieit status. Then, from 2001 to 2011 {with the exception of 2007), the funding
tatio steadily deelined. The deeline is due primarify to investment experience.
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FEDERATED CITY EMPLOVERS RETIREMEMNT SYSTEM
JUNT 30, 2011 ACTUARIAL YALUATION

SECTION I
BOARD SUMMARY

In the chart below, we present the historical trends for the System’s contribution rates since
the Fiscal Ycar Ending June 30, 1999, All information shown prior to the Fiscal Year
Ending June 30, 2012 was calculated by the prior actuary. Also, please note that the Fiscal
Year Ending 2011 rates shown do not refleet the phase-in of contribution rates that was
adopted lor Members. The phased-in ratc was 4. 54%

- Emnloyer and Member Contribution Rates 1999-2013

The City of San Jose Federated Einployees' Retirement System
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Fiscal Year Enid
The key information in this chart is the increase in the Employer contribution rate since 2003,

‘The increase scheduled for the Fiscal Year Ending in 2013 is primarily due to the assumption
changes and the rednction in payroll,

The following chart represents the pattern of the System’s actuarial gains and losses, broken

itto the investment and fiability components. The chart does not include any changes in the
System's assets and liabilities altvibutable to changes to methods, procedures ot assumptions.
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BOARD SUMMARY

SIFCERS Historical Gain/(i.oss) 2005-2011

The City of San Jose Federafed Employees’ Retivemnent System
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The key insights from this chart are:

e Investment losses {gold bars) in 2005 are patiially offset by investment gains from 2006
and 2007. From 2008 to 2011, there were additional investment losses, Since the
aciuarial value of assets only recognizes a portion of the recent market losses, additional
investment lnsses on the actuarial value of assefs are expected over the next two years
followed by investment gains as the most recent market returns arc fully recognized.

o On the liability side, three of the four valuations showed actuarial losses with 2010 and
2011 as the ouly exceptions. The actuarial gains in 2010 and 2011 are primarily duc to
actual salaries being less than expected. We expeot the new demographic assumptions
adopted with this valuation to more aceurately reflect futuré demographic experience
resulting in a balance between future gains and future fosses.
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SECTIONT
BOARD SUMMARY

D. Projected Financial Trends

Our analysis of projected financial trends is an important part of this valuation. In this
‘Section, we present our assessment of the implications of the June 30, 2011 valuation results
on the future outlook for the System in terins of benefit security (asscts over fiabilities) and
thie expected cost progression,

In the charts that follow, we projeet assets and liabilities, the pay down of UAL, and the
Employer contributions as a percent of payroll on two different bases:

1) Assuming 7.5% return for 2011-12 and each and every year that follows, and

2) Assuming returns shown in the table below. These ase rates of retura that vary each year
but over the projection period equals on average the assumed 7.5% reforn. We do this in
order to illusteate the impact of volatility because the System’s returns will nevor be level -
each and every year, '

FYE 201z 2013 2p14 2Ms 2016 247 2m@ 00 2020 202
Return  200%  R0% 30%  20.0% (dow)  18.0%  13.0% 0% (7.0%) 16.0%

IYE 2022 2023 2024 2@s 2026 2027 2028 2629 2030 203)
Redwrs 9.0% (B.09%0) 8.6% 13.0% 16.0% {8.0%) (16.0%)  340% 25.48%, {1.0%}

Please note that the investinent returns shows above were selected solely to ilfustrate
the impact of investment volatility en the paitesn of fonded status and employer
coutribution rates. They are not intended to be predictive of actoal fature contribution
rates nr-fimded status or even fo represent a realistic pattern of iovestment returns.
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FEDLRATED CITY EMPLOYEES’ RETIREMENT SYSTEM
JUNE 36,2011 ACTUARIAL VALUATION

SECTION 1
BOARD SUMMARY

Projection Set 1: Assets and Liabilities
The chart below shows asset measures (preen and gold lines) compared Lo liabilities {gray bars).
At the {op of cach chast is the progression of funding ratios. The key insight from this chart is
the steady projected improvement in funded ratios in the first chart, and how varying investment

relurns ¢ impact the progression of fanding ratios,

Chart 1: Projection of Assets and Liabilities, 7.5% veturn each vear
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Chart 2: Projection of Assets and Liabilities, varving returns averaging 7.5% ever time
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FEDERATED CITV EBMPLOYELRS' RETIREMLENT SYSTEM
: JUNE 30, 2011 ACTUARIAL VALUATION

SECTION I
BOARD SUMMARY

Projection Set 2;: Projected Employer Contribution Rate

As shown in Chatt 1 below, employer eontribution rates are expected to increase ovey the next
two years as the 2008-09 investment losses are fully recognized, and then decline as the
subsequent investment gains are realized. These contribution rates are significantly groater than
those projected in the prior valuation (ved Hne). However, much of the increase is duc to the
reduction in payroll. As shown in Chart 2 below, the projected amount of the contribution is less
than what was projected in the prior valuation. Varying investment returns, as shown in Charts 3
and 4, can significantly alter the projected contribution rates and amounts.

Chart 1: 7.8% return each year — Percentage of Pay
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FERERATED CITY EMPLOYEES' RETIREMENT 8YSTEM
JUNE 30, 2081 ACTUARTAL VALUATION

SECTION 1
BOARD SUMMARY

Chart3: Varving returns aveyaging 7.3% over time — Percentage of l’a_?
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- Chart 4: Varying retwins averaging 7.3% over time — Doliar Contributions

I s

~B— M ceanber Coulsibufions

£304

MUions

$250

$200 |

$150 -
$160 T-—

550

.

15 2027 2029

2017 2019 2021 2023 24

EHE

201 2013 L5

30

{HEIRON



FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM
JUNE 30, 2011 ACTUARIAL VALUATION

SECTION 1
ASSETS

The System uscs and discloses two different asset measurements which are presented in this
section of the report: maricel value and actuarial value of agsets, The market value represents the
value of (he assets i they were liquidated on the valuation date. The actuarial value of assets is a
value that aticmpts to smooth annual investment return performance over multiple years 1o
reduce the impact of short-term investment volatility on employer contribution rates.

On the following pages we pr{-:senf delailed information on the System’s assets:
A. Statement of cash flows during the year,

B. Development of the acluarial value of assets, and

C. Discussion of investment performance for the vear.

A, Cash Flows

Tabie 11-1 shows sources for the changé in the market value of assets,

Tabte 11-1
Change i Market Value of Assets
~June30, 2011 June 36, 2016
Basicr CostofLiviag _ Tatel Reficament  Total Retirement
404480 § 1512802 § 1356638
Conteibutions )

Member 21,513 3,089 24,602 13,396
 City 42,180 17,000 59,180 54,560
Total £ 63,693 § ©20089 § 83,782 3 67,962
Net Investizent Enrrings® ¥ $ 213,159 fb 7,153 § 284312 § 195,114
Benefif Pavinents 5 93,689 3 26,589 % 126,278 % 106,912
Mprked Value, End of Year 3 1200483 & 469133 _§ 1,760,618 § 1LA12.802

1 Inclues ST of $43.1057 and 838,731 asof Fiad of Year and Degfoning of Vear respectively Aninitis i diritssonts
4 Grossi ings lese & nad sl
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FEDERATED CITY EMPLOYEES” RETIREMENT SYSTEM
JUNE 30, 201 ACTUARTAL VALUATION

SECTIONII
ASSETS

Table I1-2 shows the development of excess earnings.

able ¥¥-2
Development of Excess Earntngs as of June 30,2611
Retivement Fund Rescrve
. Employee SRBI General Total

1. Total Barnings ¥ 213,159
2, Bal.ance, July 1,2010 B 201,166 & 28,331 § 878,824 % 1,108,322
3. Net Cashflow $ . {13,907 § G ¥ {16,089) & (29,994)
| 4. crediting Rate 3.00% 7.95% O T85%

. Primary Interest Crediting 8 5,562 % 2,252 % 80,084 § 87,899
6. Balance, June 30, 201 { $ 192,822 § 30,583 §% 042,820 § 1,166,225 |
7. Bxeess Barnings $ 12,526 % 112,734 § 125,260 |
8. Balance, July 1,2011 § 192,822 § 43,100 § 1,055,554 $  17291,485

Amernety in thevsends

B. Actuarial Valie of Assets

To determine on-going funding requirements, most pension funds utilize an actiarial value of
assets that differs from the market valuc of assets. The actuarial value of assets is based on
averaging or smoothing year-to-year market value refurns for purposes of reducing the
resulting volatility on contributions. ' '

The actuatial value is calculated by recognizing 20% of each of the prior four years of actual
invesiment experience relative to the expected return on the sctuarial asset value (7.95% for
2010-2011, 7.75% for 2009-2010, 8.25% for prior years). The expected return on the
actuarial value of assets is determined using the Fund’s actual cash flows and the actuarial
rate of intercst. The balance of the actual investment experience is recognized in a similar
faghion in fulbre years, (See Appendix B for further explanation of the asset valuation

method).
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FEDERATED CI'TY #MPLOYELS® RESTREMENT SYSTI0M
JUNLE 34, 2011 ACTUARIAL VALUATION

SECTION 11
ASSETS
Table IE-3
Development of Actuarial Value of Assets
June 30, 2013
Basic Cost of Living Total Retirement
Marlet Value of Asscts $ 1,207,485 3 469,133 % 1,760,617
Gains/(Losses) ) -
Curvent Year : 125,205 38,707 164,003
Prior Year 72,529 18,926 91,456
2nd Prior Year {343,200) (89,539) {(432,764)
3rd Prior Year (162,624) {42,430) {205,061)
Deferren Gains/{Losses)
Current Year {86% deferved) 100,164 31,038 131,202
Prior Year (G0% deferred) 43,518 11,356 - 54,873
2nd Priar Year (40% deferred) (137,282) (35,823) (173,106)
Ird Priat Year (20%.-deferred) (32,525) {8.487) : (41,012}
Totat $ (26,125) $ 1,917) $ (28,642)
Astugrial Valne of Assefs 3 1317610 % 471,050 % 1,788,666

Aueunis i thotsamnds

C. Invesiment Performance

The market value of asscts internal rate of refurn, net of investment and administrative
expenses, was ] 8.8% for the year ending June 30, 2011, This is compared o an assumed
relurn of 7.95%.

On an actianial value of assets basis, the return for the year ending June 30, 2011 was 5.5%.
The difference is largely due to the recognition of deferred losses froma prior years while 80%
of the gain for 2010 is deferred to futuee years. This return produced an overall investment
loss of $82.2 million for the year ending June 30, 2011,
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FEBERATED CLYY EMPLOYEES® RETUIEMENT SYSTEM
JUNE 30,2011 ACTUARIAL YALUATION
SECTION 11
LIABILITILS

In this section, we present detailed information on liabilities for the System, including:

L
L

Disclosure of liabilities at June 30, 2010 and June 39, 2011, and
Statement of changes in the unfunded actuarial liabilities during the year,

A, Disclosure

Two types of liabilitics are calculated and presented in th:s report. Each type is cllstingulshed
“hy the purpose for which lhe figures are ultimately used. :

Present Value of All Future Benefits: Used for measuring all future obligations,
fepresents the expeoted amount of money needed today to fully pay ofT ali benefits both
carncd as of the valuation date and those to be eamed in the future hy curent plan
partieipants, under the eurrent Plan provisions,

Actuarial Liability - Eatry Age Normal (EAN): Used for determining employer
contributions and GASB accounting disclosures. This Hability is caloulated taking the
present value of all future benefits and subtraéting the present value of future member
contributions and future cmployer normal costs as determined under the EAN actuarial
funding method. [t represents the expected amount of money needed today to pay f01
benefits attributed to service prior to the valuation date. .

Table 11I-1 and Tablc 11i-2.on the following ?agé disclose these Habilities for the current and
priar year valuatiuns, By subtracting the actuatial value of assets from the actuarial fiability,
the net surplus or an unlunded actuarial liability (UAL} is determined.

Table HI-3 shows the Entry Age Normal Cost ds a percentage of pay. The Entry Age Normal
Cost represcnts the expected amount of money needed to fuiid the benefits atiributed to the-
next year of service under the EAN actuarial funding method. Administrative expenses and
the SRBR, which had been implicitly valued as part of the investment vefurn assumption, are
now explicitly vahied as an addition to normal cost (0.70% of payrell for administrative
expenses atid 0.35% of the market value of assets for the SRBR), .

A HERON | 15



FEDERATED CIEY EMPT.OVERS RETTREMENT SYSTER
JUNE 30, 2013 ACTUARIAL VALUATION

SECTION 111
LIABILITIES

Table 1T4-1

Prosont Yaloe of Futitre Benefits

Jvne 30, 2611

Junee 34, 201 .[!

(-HEIRON

Basic Cust of Living Totnit Retiremeint Toial RRetirement
Aclives
Retirement 3 800561 % 282,729 1,683,290 % 1,189,282
Tennination 61,551 20,803 #2,354 97,049
Denth 17,878 5,504 23,782 34,360
Disability 30,142 10,570 40,718 06,216
Tolal Actives § 9,132 & 320,012 1,230,144 3% 1,387,557
Retirees 1,198,186 372418 1,570,604 1,271,308
Tenclicianes 73,694 20,057 93,751 81,931
Disabled 55,785 15,839 72,674 635,554
Delened Vested © R1,98% 26,237 111,225 85,904
SRBR Bajuace 43,109 0 43,109 0
Total 5 2,362,804 & 758,613 3,121.507 % 2,192,255
Amaninds ins hesirviriely
‘Fable TII-2 :
Actunrisl Linhility
June 30, 2011 Junze 38, 2010

] Basic Loost of Living Toinl Refirement T'ufal Redirement

1 Aclives :

' Retirement h 602,387 % 212,919 815306 % 906,339
Terhinalion 21,786 9,217 31,003 42,318
Death 10,476 3319 13,795 20,444
Disnbility 14,206 4,554 18,760 36,562
Total Actives $ 48,855 % 230,009 878,864 § 1,005,660

Relirers 1,198,186 372,418 [,570,604 1,271,308
‘Benelciaries 73,694 20,057 93,951 81,931
Disabicd 55,785 146,889 T2,074 65,554
Defered Vested BL.DBS 29237 111,225 85,904
SRBR B4t 43,169 ] 43,109 0

Total 3 2101617 8 (G861 2,770,227 % 251 0135‘8

Amiuurta i ifcisepicly
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FEDERATED QITY EMPLOYIES' REVIREMENT SYSTEM

JUNL 3, 20T ACTUARIAL VALUATION

SECTION I11
LIABILITIES
Table ITE-3
Normal Cost
June 30, 2011 Junc 30, 2010
Basic Cost of Living Tutal Total
Retirement 11,79% 4.11% 15.90% 13.08%
Termination 1.99% 0.56% 2.55% 2.06%
Death 0.45% 0.16% 0.61% 0.66%
Disabihty 0.83% 0.35% 1.28% 1.28%
Reciprocity .15% 0.06% G.21% 027%
Sub-Total 15.31% 5.24% 20.55% 17.44%
Admin Expense 0,70% 0.00% 0.70% 0.00%
SRBR 2.57% 0.00% 2.57% G.60%
Total 18.58% 5.24% 23.82% i7.44%

B. Changes in Unfunded Actuarial Liabilities

The UAL of any retivement plan is expecled to change at each subsequent valuation for a
variety of reasons. In each valuation, we report on those elements of change in the UAL that
have particular significance or could potentially sffect the long-term financial outlook of a
retirement plan, Below we present key changes in Liabilities since the last valation.

Development of 2011 Expesicnce Gain/(loss)

Tabie 111-4

ltem Aol
1. Unfunded Actuasial Liability at June 36,2610 3 780,945
2. Expected unfunded accrued Iabitity payment 42,490
3. Tnterest acoed 58,560
4, Increase due to-change jn assumptions 187,548
5. Brpected Unfunded Actuarial Lisbility al June 30,2011 (1-2+43+4) 3 584,569
6. Actual Unfunded Liability at June 30, 2011 3 981,567
7. Difference; (5 - 6) 3,002

a.  Portioun of {6) due {n investnent gain or (luss) 5 (82,160)

b, Portion of (6) due tn salary decreases 121,350

c.  Ponion of {6) due tn carlior than expected retivements (34,778)

d. Porlion of (6) due to moriality experience less than exjiected {(10,568)

e. Poriion of (6) due 10 other {ixperieu_ee 3,164

f. Total B 3,002

L(HERON

Anrgrirads in thonsandy
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FEDERATED CITY EMPLOYRES' RETIREMENT SYSTEM
- WRINE 3K 2011 ACTUARIAL VALUATION

SECFION IV
CONTRIBUTLONS

In the process of cvaluating the financial condition of any pension plan, the actuary analyzes the
assets and habilities to determine what level (if any) of contributions are needed to achieve and
maintain an appropriate funded status of a plan. Typically, the actuarial process will use an
actuarial funding method that will result in a patiern of contributions that are both stable and

predictable. : -

The actuarial funding methodology employed is the Entry Age Normal actuarial funding method.
Under this method, there are two components 1o the total enntrihution: the normal cost, and the
unfunded actuarial Hability contribution. The normal cost vate is determined by taking the value,
ag of entry age into the plan, of eacl member’s projected future benefits. This value is then
divided by the value, also at entry age, of the each member’s expected future salary. The normal
cost rate is multiplied by current salary to determine each member’s noymal cost. Administeative
expenses and the expected net transfer to the SRBR arc added to the eatry age normal cost.
Finally, the normal cost is reduced by the member contribution to produce the employer normal
cost. The difference between the actuarial liability and the actuarial value of assets is the
uifunded actuarial fiability. The UAL is made up of the unamortized UAL as of June 30, 2010
plus the impact-of the 2011 experience, assumption changes and the 2010 UAL payment that is
made on July 1, 2011. .

Table V-1 provides the payment Schedules to amortize the unfunded liability as of June 30,
2009 over 30 years, and any additional actuarial gains/(losses), assumption or method changes
after June 30, 2009 over 20 years. :

Table 1V-2 shows how the Employer’s coniribution rate for FYE 2613 is developed. The
methodology and assumptions used are in full compliance with the parameters set in GASB.
Statement No. 25 for purposes of deterinining the annual required contribution (ARC).

Table TV-3 shows the Employsr’ contribution dollar amounts for FYE 2013 assuming
contributions are made at the beginning of the fiscal year. To the extent contributions are made
after the beginning of the fiscal year, the amounts should be inercased al an annual rate of 7.50
percent. : -

4 HERON 18




FEDERATED CITY TMPLOYEES' RETHIEMENT SYSTEM

JUNE 30, 201 ACTUARIATL VALUATION -

SECTION IV
CONTRIBUTIONS

Table 1V-1

UAL Amortization
Quistanding Remaining Payment
Balance Period % Amount Y of Pay
Basic Retirement Benefit ' .
Golden Handshake 3 16,525 28 ¥ j,038 0.45%
2009 UAL 592,115 28 37,183 16.05"%
2010 (Gain) or Loss 47,696 19 3,787 1.63%
2010 Assuraption Change (38,315 19 (3,042) {1.3%)
2011 (Gain) or Loss 9,372 20 719 0.31%
2011 Assumption Changes 117,018 20 8,982 3.88%
7/172011 Payment 39.596 0 0.00%
Total $ 784,007 . $ 48,667 21.01%
Cost.of Living Benefit
Golden Handshake $ 4,018 28 b 252 0.11%
2009 UAL 145,004 28 9,106 3.93%
2010 (Gain) or Loss 3,476 i9 276 0.12%
20110 Assumption Change (21,270) 19 {1,689) 0.7%)
2011 (Gain) or Loss (12,373) 20 (950) (0.4%)
2011 Assumption Changes 70,530 20 5,414 2.34%
TF/1/201 1 Payment 3,178 0 .00%4
Fotal $ 197,560 $ 12,409 5.36%
Tatal $ 981,567 - § 61,076 26.36%

Amaornts in thanyands
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FEDERATED CITY TMPLOYLEES RETIREMENT SYSTEM
FUNE 30, 201 F ACTUARIAL VALUATION

SECTION IV
CONTRIBUTIONS

Table IV-2
Contribution Rates

Fiseal Yenr 2011-12 Fiseal Year 2010-11
Basic COLA Tatal . Basic COLA ‘Fatal
1Memhcr Contribution Rate 4.32% 142%, 5.74% 3.56% 1.12% 4.68%
City Service Nonmal Rate 1411 % 3.76% 17.87% 9.51% 2.98% 12.49%
City Reciprochty Novmal Rate 0.15% 0.06% 0.2i1% 020% 0.07% 0.27%
Total City Normal Rate 14.26% 31.82% £8,08% D.20% 3.05% 12.76%
City Deficioney Rale 20.56% 5.25% 25.81% 12.59% 2.59% 15.18%
Cily Golden Handshieke Rate 0.45% 0.11% 0,56% (.32% 0.08% Q40%:
Tatal City UAL Rate 2801 %% 5.34% 26.37% 12.91% 267 15.58%
City ARC Rate . 35.27% 9.18% 44.45% 22.62% B.72% 28,34%
Tabic 1V-3

Clity Contrlhufion Amounts (BQY})

_ July 1, 2011 July £, 2010

Basle COLA Total Besle COLA Tatal ;
Cily Service Momzn! Cost % 32,687 % BTIO % 41397 % 20148 % 9140 % 38,294
Cily Reciprocity Normel Cost kLY 138 436 G608 212 §28
1 oflaf City Normal Cost ' L] 33,034 3% $.840 8 41,884 % 20756 8 9,358 § 39,114
City Deficiency Cost - . b3 47,629 § i2,ie2 § 59791 & Mol 3 7,940 % 46,555
ity Golden Heandshake Cost 1,042 255 1297 080 28 1,218
Tots! Ciky UAL Coest % 43,671 ¢ 12417 3% 61,088 % 39,596 % $,178 % 47,774

Clty Annial Regulred Confiibuiton § SL705 & 20,266 8 102972 § 569,352 3 17836 % B0, 888

Awipeni {n thérands
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UVEDERATED CITY EMPLOYEES' RETIRGMENT 5YSTEM
CJUNE 36, 2011 ACTUARIAL YALUANTON

: SECTION V
ACCOUNTING STATEMENT INFORMATION

Statement No. 25 of the Governmental Accounting Standards Board (GASB) establishes
standards for accounting and financial reporting of pension information by public employee
retirement systems.

The GASB No. 25 disclosure compares the actuarial Hability computed for funding purposes to
the acluarial value of asscis to determine a funded ratio. The actuarial liability is determined
assuming that members continne to terminate employment, refire, ste., in accordance with the
actuarial assumptions. Liabilitics are discounted at the assumed valuation interest rate of 7.5%
per annum as of June 30, 2010 and 7.95% per ammuns as of June 30, 2611,

GASB Stateinent No. 25 requires the actuarial liability be compared with the actuarial value of
assets for funding purposes. The relevant amounts as of June 30, 2010 and June 30, 2011 are
preseiled in Table V-1,

Tahle V-1
Trederated City Employecs' Retfrement Sysiem

ltem ) Juné 30,2011 Juue 30, 2019 Y Change
GASD No. 25 Basis
1. Acwarial Liabilities

a. Members Currently Receiving Paymenis $ 7180139 % 1418,794 25.5%
b. Vested Terminated and Inactive Members 111,225 85,804 22.5%
¢. Active Members 878,863 1,005,660 {12.6%)
d. Total Actuarial Liability % 2,770,227 % 2,510,358 10.4%
2. Actuarial Value of Assels b3 1,788,660 § 1,729,413 3.4%

3. Unfunded Actuarial Li'abilii}_f ' h 981,567 & 780,945 25.7%

4. Ratio of Aetuarini Value of Assets ]
to Actuarfal Linbility (2)/(1){d) : : 64.57% 68,89% (4.3%)

Amnpnts inthonronds
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FEDERATED CITY EMPTLOYRES RIETIREMENT SYS11M
JUNE 30, 2001 ACTUAIRIAL VALUATION

SECTIONY
ACCOUNTING STATEMENT INFORMATION

Tables V-2 through V-5 are exhibits for use in the System’s Comprehensive Annual Iinancial
Report (CAFR). The Grnvernment Finznce Officers Association (GFOA) recommends showing
at least 6 years of experience in each of these exhibits. Table V-2 shows the Notes to Required
Supplementary [nformation, Table V-3 presents an analysis of financial experience for the
valuation year, Table V-4 presents the Solveney Test which shows the portion of actuarial
liability covered by assets, and Table V-5 presents the Scheduyle of Funding Progress,

‘Table V2
Federated City Employees® Retirement S8ystem
NOTES TO REQUIRED SUPPLEMENTARY INFORMATION

The information presemied in the m?uired supplementary schedules to the Financial Section of the
CAFR was determined as part of the actuarial valuation at the date indicated. Additionsl
information as of the latest acinarial valuation foliows.

Valuation date June 30, 2011
Actuarial funding method Entry Age Normal
Amortization method Level percent of pay, closed, layered
Equivalent single amortization period 25.2 Years
Asset valuation method 5 year sinaothing of retutn over or under expected returiis
Actuarial assumptions:

Investment rate of return : 7.50%
Projected salary increases due - 3.25%
to wage inflation "

Cost-of-living adjustments 3.0% per yesr

The. actuarial assumptions used have been recommended by the actuary and adopted bty the
Federated Board in October 2011 based nn the mast recent review of Federated experience.

The rate of employer contributions to Federated is composed of the nornal cost, reciprocity
1 normal cost, ametization of the unfunded actuarial liability and the goiden handshake rate. The
normal cost is a level percent of payroll cost which, aleng with the member contributions, wili pay
for projected benefits at retirement for the average plan participant. The aciuarial Hability is that
partion of the present value of projected benefits that will not be paid by future employer normal
costs or member contributions. The difference between this liability and 1he funds accumulated as
of the same date is the unfunded.actuariai liability.

T A LAl e L STy TETCARCSE U1 L2 ook 10 %, SO s BRTeg On 7 rardt (i1l 8 Yenrs OF Serviee me Bl GheUned. 1 htws mproaves ArE il Bsed 10 the amoi itk of The LAT,

*1 Coat-of-liviny teljustments ore fized at 2% by the plon provisions and do ot et wigh aclual inflal;
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FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM
JUNE 36, 2011 ACTUARIAL VALUATHON

_ SECTION V
ACCOUNTING STATEMENT INFORMATION

Table V-3
City of San Jose Federated City Employees’ Retirement Sysfem

ANALYSIS OF FINANCIAL EXPERIENCE
Gain (or Loss) in Actuarial Liability Duving Years linded June 30
Resulting from Differences Between Assuned Bxperience
and Actual Experience

Gain (or Loss) for
Year Ending
Type of Activity June 30, 2011
Investment Tncome 3 (82,166)
- |Combined Liability Experience 83,403
Gain (or Loss) During Year from Financial Bxpérience $ 1,237
Non-Recurring Gain (or Loss) liems {187,548}
Conposite Gain (or Loss) During Year ' $ (186,311)

Amernis i1 thousands

Table V-4
City af San Jose Fedcrated City Eraployees® Retirenteat System
GASB SOLVENCY TEST

Aciitarial Liabilities For

(6] (B) )

Iétivees, Remaiving Parfian of Acfuarial

Vnluation Active Bencficiarivs Active Liabifitics Covered

Date Memier and Giher Members' Reparted by Reparted Assefs

June30,%  Caniribuilans Inactives Liabilities Assets®¥ {A) (B} {C)

2071 ¥ 234574 % 1848254 3 687400 % 1,783,660 100% 4% 0%
2010 242944 3,504,608 762,716 1,729,413 100% 99% D%
2000 228,967 £,393,114 864074 1,756,558 100% 100% 6%
2007 214,527 1,003,001 743,415 1,622,851 100% 0%  55%
2005 ) 230,027 824,043 657,300 1,384,454 100% 100%  50%
2003 324,875 635,002 451,724 1,280,714 100%  100%  93%
2001 210,377 529,853 332,193 1,060,144 100% 100%  96%
* Jesulls poior lo 43072010 calculatedl by prior actuaty Al ist thousanely

0 Acparial Velue of Ausets
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FEDERATED CITY EMPLOYEES RETIREMENT SYSTEM
HUINE 36, 2001 ACTUARIAL VALIATION

SECTION ¥V
ACCOUNTING STATEMENT INFORMATION
Tuble V-5
Scltednle of Funding Progress
. Unfunded AL
Actuarial Acluarial Yaluc Aciuarial Unfunded  Fumtted Covered asa % of
Valuaiion Date of Asscts Liahility (AL) Al Ratio Payrell  Covered Payroll
June 30,2011 $ 1,788,660 § 210227 3081567 63% 3 228,936 420%
tune 36,2016 1,729,413 2,510,358 780,945 69% 300,811 260%
tune 30, 2009 1,756,558 2,486,155 729,597 1% 323,020 226%
June 30, 2007 1,622,851 1,960,943 338,092 83% 291,405 116%
tane 30, 2005 1,384454 1,711 3% 326916 81% 286,446 114%
June 30, 2003 1,280,719 1,311,691 30,972 98% 292,961 11%
June 3G, 2001 1,060,144 1,072,333 12,189 99% 252,696 3%
Hote: Restils grior o 67302010 wens catonloied by Ihe prior acluoty Ampuats in thonsands
24
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PEDERATFLD CITY EMPLOYEES RETIATMENT SYSTEM
JUNE 30, 2611 ACTUAIIAL VALUATION

APPENDIX A
MEMBERSHIP INFORMATION

Table A-1

San Joge Federated City Employees' Retivement System
Active Member Data

{HERON

June 30, 2011 June 30, 2010 Yo Change
Tola)
Coung 3,274 3,818 {14.2%:}
Average Currenl Ape 459 459 0.0%
Average Service 123 12.1 1.7%
Annual Bxpeeted Pensionsble Eamings £ 228,936,398 % 300,811,165 (23.9%;}
Average Bxieeted Pensionable Bamings b 69,926 § 78,788 (11.2%)
Table A-2
Shn Jose Tederated City Emytoyces' Retireorent System
: Nun-Active Member Data
. Count _ . Average Aye.
Juoe 36,2011 June 30, 2010 %Change  June 30,2091 June30, 2010 %Chaage
Toal .
Retired & Disabled 2579 2,683 11.0% a7.9 682 (0.4%)
Beneficiaries 449 128 4.9% 73.0 72.7 0.4%
Payee Total 3428 3,111 10.2% 68.5 689 (0.6%)
hmetives 369 734 18.4% 45.6 45.6 0.0%
Table A-_B
San Jose Federnted City Employees® Refivement System
: Non-Active Member Data
Total Anpnal Benefit* Averape Aunual Benclit®* -
dune 30, 2001 June3®, 2000 %Clange  June3d0, 20011 June30, 2000 %Chonge
Totnl
 |Retircd & Disabled $ 121366908 § 104841445  158% § 40,741 % 39076 43%
Reneficiaries 8,501,980 7,818,669 8.7% 18,935 18,268 3.7%
Payee Tolal % 129,868,885 % 112,660,114 153% B 37,885 ¥ 36,213 4,6%
Inaclives** b 11,556900 § 9,611,703 202% % 13299 % 13,095 1.6%
* Renelilg provided i June 30 valuation dista _
*0 Ear naetives, hencfit is calculated bascd on the data assumptivas wnd methads outiined in Appendix A,
25



FEDERATED CITY EMPLOYERS RETIREMENT SVSTEM
JUNE 30, 2011 ACTUARIAL VALUATION

" APPENDIX A
MEMBERSHIP INFORMATION

‘Fadile A-d

San Joxe Federated City Enplyyees’ Reifremen{ System
Distribution of Aciive Memiers as of Jeug 30, 20) |

Hrs
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Tabic A-5
San Juse Federated City Easployees’ Redremeni Sysiem
IHsirila i of Active Monbecs ag of June 30, 2004
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IRATED CITY EMPLOVELS RETIREMENT SYSTEM
JUNE 30, 2011 ACTUARIAL VALUATION

R

o APPENDIX A
MEMBERSHIP INFORMATION

Toble A-6

Sau Jose Tederated Cily Eniployees’ Retitement System
Retirees nug Disabled by Attained Age and Benefit Bffective Date
Agof June M, 200§
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FEDERATED CITY EMPLOVLEES® RETIREMENT SYSTEM
HINE 30, 208 ACTUARIAL VALUATION

APPENDIX A
MEMBERSHIP INFORMATION
Table A-7
San Jose Federated City Employees' Retirement System
Distribution of Retirees, Disabled Members,
and Beneficiaries as of June 30, 2011

Age Counlt
Under 50 ’ 48
50to 54 100
55t0 59 53¢
60 to 64 714
65to 69 609
70 to 74 ' 495
75t 79 343
80to 84 268
8510 89 220
90 and up . 101

Total 3,428

Chart A-1
iCq!l_ut Distribytiou_!
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FEDERATED CITY ¥MPLOYEES RETIREMUENT SYSTEM
JUNE 30, 2071 ACTHARIAL VALUATION

APPENDIX A

MEMBERSHIP INFORMATION

Table A-8

San Jose Federated City Employees' Retiremen t Sysicm
Distribution of Retirees, Disahled Mombers,
and Beneficiaries as of Jume 340, 2011

BB
Lh <0 wh

Benefit in Millions
'EE- &5
e G B

Age " Annual Benefit
Under 50 $ 1,043,249
50 to 54 5,252,461
55 to 59 23,569,188
60 to 64 32,208,477
65 to 69 24,377,769
7010 74 18,178,539
75 1o 79 10,539,603
80 o 84 7,451,831
8510 89 5,277,507
90 and up 1,970,263

Total 129,868,388

Chart A-2

$15
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FEDERATED CITY EMPLOYE_ES’ REFIREMENT SYSTEM
JUNE 3, 21 ACTUARIAL VALTIATION

APPENDIX A
MEMBERSHIP INFORMATION

Data Assumptions and Methods

In prepating our data, we relied without audit on information suppticd by the Depariment of
Retfirement Services. This information includes, but is not Hanited to, plan provisions, employee
data, and financial information. Qur methodology for abtaining the data used for the valuation is
based upon the following assumptions and practices:

Records on the “Active” data file are considered to be Active if they do not have a veason for
termination.

Recards on any of the data files are considered (o be Inactive if they have a reasan for
termination of deferred vested or leave of absencefinactive.

Records on the “Retiree” and “Benefictary/QDRO” files are considered in pay status if they
do not have a date of death, are not inactive and have not withdrawn from the plan.

Serviee for actives that have no service amount is calculated to be the time from date of hire
to the valuation date, )

S_ez‘vice far inactives that have no service amount is calculated to be the tiime from date of
hire to date of termination.

The maost recent annual salary for actives is set to be “eavnable income.” If “earnabic
income™ was nol provided, then the most recent annual salary is calculated 1o he
“compensation rate 2” multiplied by 26.

The annual benefit for inactives is equal to 2.5% of final compensation per year of service,
up to a magimum of 75% of final campensation. Members who terminated prior to June 30,
2001 have their final compensation adiusted for a three-year average rather thana 12-month

average,

We assume any member found in last year's “Retiree” file and nol in this year’s file has
deceased without a beneficiary and should be removed from the valuation data, '

We assume all deceased menbers with payments eontinuing to a beneficiary have already
been accounted for in the “Retivee” file,

- HERON - 30



FEDERATED CITY EM).’I.OYEES‘?’ RETIREMENT SYSTEM
JUNE 30, 2011 ACTUARIAL VALUATIDN

_ -APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

A. Actnarial Assumpiions
1. Investmeni Retarn Assumption
Assets are assumed tp carn 7,5% net of investment.
2. Interest Crodited 0 Member Contributions
S.bﬁ%, ct)m_.paunde-d anhually.
3. Administrative Expenscs

0.70% of payroll is added to the normal cost of the system for expected administrative
expenses.

4, Future SRBR transfors

0.35% of the Market Value of Assets is added to the employer normal cost {o estimate the
average net transfer to the SRBR.
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_ APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

Salary Increase Rate

Wage inflation component: 3.25%

In addition, the following merit component is added bascd on an individual member’s

years of service:

Table B-1
Salary Merif Increases
Years of Service Merit/ Longevilz
' ] 4.50%
1 350
2 2.50
3 1.85
4 1.40
h} 1.15
6 0.95
7 0.75
g 0.60
9 0.50
i0 0.43
i .40
12 .35
13 0.30
i4 0.25
15+ £.25

Family Composition

. Percentage married is shown in the following Table B-2. Male retirees are assuimed to be
three years older than their partner, and female retivees are assumed to be two years

younger than their pariner,

Table B-2
Percentage Married

Gender Percentage
Muales 80%
Females 60%

{FHERON

32



FEDERATED CII'Y EMPLOYELRS® RETIREMENT SYSTEM

JUNE 38, 2011 ACTUARIAL YALUATION

. Rates of Termination

APPENDIX B
ACTUARIAL ASSUMPTIONS AND METINODS

Sample rales of lermination are shown in the following Table B-3.

25
30
35
40
45
50
55
60
65

8 Years of

20
20
20
20
20
20
20
20

0

Table B-3

Rates of Terminstion

16.00
9.50
7.20
5.00
4.60
4.00
4,00
4.00

- 000

1-4 Years of

Aife Service Service " Serviee :
20 20% 10.00% 5.50%

5 or more
Yeuars of

530
4,85
4.20
3.00
1.85
1.75
0.00
0.00
6.00

* Withdrowal/termination rates do not apply ence a membiey is eligible for retivement

20% of terminating employees arc assumed to subsequently work for a reciprocal
employer and teceive 3.25% pay increases pet year,

. Rates of Refund

Sample rates of vested terminated employees electing a refund of contributions are shown

in the following Table B-4.

Table B-4
Rates of Refund
| Age . Refund |
20 40.0%
25 30.0
30 25.0
35 20.0
40 15.0
45 10.0
50 4.0
55 0.0

{HEIRON
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APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

9. Raftes of Disability

Sample disabifity rates of active participants are provided in Table B-5.

Table B-5
Rates of Disability at Selected Ages
A-gc Disabilig_x
20 0.030%
25 0.033
30 0.056
35 0.098
40 0.162
45 0.232
50 0,302
55 0.376
60 0.455
G5 0.504
70 0.000

50% of disabilities are assumed tb be duty related, and 50% are assumed to be non-duty,

A HEIRON
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APTPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

10. Rates of Mortality for Healthy Lives

Montality rates for actives, retirees, beneficiaries, terminated vested and reciprocals are
based on the male and female RP-2000 combined employec and amnmuitant iables. To
reflect mortality improvements since the date of the table and to project future mortality
imywovements, the tables are projected to 2013 using scale AA and setback two years,
The resuiting rates are used for alt age cohorts.

Table B-6
Rates of Mortality for Active and Retired
Healthy Lives at Selected Apes
?Aé M-E'!E“ %
20 0.0237% 0.0152%
' 25 0.0297 0.0155
30 0.0365 0.0196
35 0.0585 0.0344
40 0.0881 0.0484
45 0.1100 0.0747
50 0.1460 0.1092
55 0.2154 0.1841
60 0.4140 0.3639
65 0.8104 $.7094
70 1.4464 £.2471
75 2.4223 2.0673
80 4.3489 3.3835
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FEDERATED CITY EMPLUYEES’ RETTREMENT SYSTEM
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APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHQDS

11. Rates of Mortality for Retired Disabled Lives

Montality rates for disabled retirecs are based on the CALPERS oidinary disability
mortality tables from their 2000-04 study for miscelfuncous employees.

Table B-7
Rates of Mortality for Disabled Lives at Selected
Agres
Agpe Male Female
20 0.664% 0.478%
25 0.719 ' 0.492
30 0.790 0.512
35 0.984 0.548
44 1.666 6.674
45 1.646 0.985
50 1.632 1.245
35 1,936 1.580
60 2293 - 1.628
65 3.174 1.969
70 3.870 3.019
75 6.001 3915
80 8.388 5.555
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APTENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

12. Rates of Retirement

Rates of retirement are based on age according to the following Table B-8.

Table B-8
Ratey of Retivement by Age and Service
Less than 30 Yearsof 30 or more Years of
Age Service Service
50 0.0% " 60.0%

31 0.0 60.0
52 0.0 60.0
53 : 0.0 60.0
>4 0.0 _ 60.0
55 17.5 50.0
56 8.5 50.0
57 . 8.5 50.0
58 8.5 5040
39 9.5 50.0.
64 9.5 . 50.0
61 16.0 : 50.0
462 16.0 50.0
63 16.0 50.0
o4 16.0 50,0
05 25.0 600
66 250 60.0
67 250 60.0
68 250 60.0
69 25.0 60.0
70 & over 100.0 100.9

13. Deferred Member Benefit

The benefit was cstimated based on information provided by the Department of
Retirement Services. The data used to value the estimated deferred benefit were credited
service, date of lesmination, and last pay rate. Baged on fhe data provided, highest
average salary was estimated.

14. Gther
The contribution requiremenis and benefit values of a plan are caleulated by applying

actuarial assumptions 16 the benefit provisions and member information, using the
actuarial fimding methods described in the foliowing scction.
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FEDERATED CITY EMPLOYLLS' RETIREMENT SYSTEM
JUNE 30, 2011 ACTUARIAL YALUATION

APPENDIX B :
ACTUARIAL ASSUMPTIONS AND METHODS

Actual experience of Federated will not coincide exactly with assumed experiences,
regardless of the choice of the assumptions, the skill of the actuary or the precision of the
many calculations made. Each valuation provides a complete recalculation of assumed
future experience and fakes into account ali past differences between assumed and actual
experience, The result is a continual series of adjustments to the computed contribution
rate.  From time te time it hecomos appropriate to modify one or more of the
assumpiions, to reflect experience trends, but not random year-to-year fluctuations.

15, Changes Since YLast Valuation

Actuarial assumptions have been changed, based upon recommendations from the 2011
actuarial experience study that were adopted by the Board in October 2011, The chanpes
affccted the investment refurn, wage inflation, salary merit increase, family composition,
errnination rate, disability rate, retirement rate, healthy and disabled mortality, reciprocal
rate,-and refund rate asswnptions. For a complete description of these changces, please
refer to the experience study seport dated May 12, 2011.
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APPENDIX B
ACTUARIAL ASSUMPTIONS AND METHODS

B. Actuarial Methods

IR

Actuarial Funding Method

The Entry Age Normal actuarial funding method was used for active employees, whereby
the normal cost is eompuled as the level anmial percentage of pay requited to fund the
reticement benefits between each member’s date of hive and assumed retivement. The
actuarial liabifity js the difference between the present value of future benefits and the
present value of future normal costs and represents the target amount of assets the Systemn
should have as of the valuation date to fund the henefits as a level perecntage of payroll.

Assel Valuation Method

For the purpose of determining the Employer’s contribution, an actuarial value of asscls
is used. The agset smoothing method dampens the volatility in asset values that ocour
hecause of fluctuations in market conditions, resulting in a smoother pattern of
contribution rates.

Hie actuarial value of assets is eafcuiated by recognizing 20% of the difference in each of
the prior four years of actual investinent returns compared to the expected return on the
matket value of assets.

Amortization Method

The unfunded actuarial liability i3 the difference between the actuarial Liability and the
actuariai value of assets. The unfunded actuarial Hability as ef June 30, 2009 i
amortized as a level percentage of pay over a closed 30-year period commencing June 30,
2009, Actuarial gains and losses, assumption changes, and plas changes arc amortized as
a level percentage of pay ever 20-year periods beginning with the valuation date in which
they first arise, :

Supplemental Retiree Benefit Reserve (SRBR)

Beginning with this valuation, the SRBR balance is added to the actuarial Habifity and the
assets are included in the actuarial value of assets. In prior valuations, the SRBR balance
was excluded from both the actuatial liability and the actuarial value of assets.

Contributions

At its November 210 meeting, the Board adopted a policy setting the City’s contribution
to be the greater of the dollar amount reported in the actuarial voluation (adjusted for
interest based on the time of the centrihution) and the drllar amount determined by
applving the percent of payrell reporied in the actyarial valuation to the actual paysoll for
the fiscal year, The City and Member contributions determined by a valuation become
effective for the fiseal year commencing one year aficr the valuation date.
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APPENDIX C
SUMMARY OF PLAN PROVISIONS

Membership Requirement

Participation in the Plan is immediate upon the first day of ftll-time employment.

Final Compcnsatiu‘n

Members who scp'aratcd from city service prior to June 30, 200]

The highest average annial compensation earnable during any period of three consecutive
years.

Members who separated from city service on or after June 30, 2001

The highest average annual compensation earnable during any pesiod of twelve consecutive
maonths.

Credited Service

One year of service credit is given for 1,739 or more hours of Federaied city service rendered
in any calendar year. A partial year (fraction with the numerator equal to the hours worked,
and the denominator equal to 1,739} is given for each calendar year with fess than 1,739
hours worled. .

Member Contributions

Member

The wmount needed o fund 3/11 of benefils accruing for the current year.  These
contributions are credited with interest at 3.0% per year, compounded annually,

Emplover

The Emiployer contributes the remaining amounts necessary to malntain the sourkiness of the
Retirement System.

Service Retirement

Iigibility

Age 55 with five years of service, or any age with 30 years of service.
Benefit — Member

2.5% of Final Compensation for each year of credited service, subject to a maximum of 75%
of Final Compensation.
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APPENDIX C
SUMMARY OF PLAN PROVISIONS

Beneﬁt - Survivor:

0% of the service retirement benefit paid to a qualified survivor,

. Service—Connectéd Disability Retirement

" Eligibility

No age or service reguirement.

Benefit - Member

2.5% of Final Con-lpcnsation for each year of credited scrvico, s.ubject to a minitwin of 40%

and a maximom of 75% of Final Coampensation. Workers’ Compensation benefits are
generally offset from the service-connecled benefits under this system.

Henefit - Survivor

50% of the disability retirement benefit paid to a qualified survivor.

. Non-Service Connected Disability Retivernent

Eligibility

Five years of service,

Benefit - Member

Members who were hired prior fo September 1, 1998:

The amount of the service-connected benefit reduced by 0.5% for each year that the
disability age preceded 55.

Merﬁbers who were hired on or gfier Sepiember I, 1998

20% of Final. Compensation, plus 2% of Final Compensation for cach year of credited

service between six and 16 years, plus 2.5% of Final Compensation for each year of credited
service in exccss of 16 years, subject to a maximum of 75% of Final Compensation.

Benefit ~ Survivor

50% of the disability retirement benefit paid to & qualified survivor.
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APPENDIX C
SUMMARY OF PLAN PROVISIONS

Death While an Active Emiployee

Liess than five Years of Service, or No Qualified Survivor

Lump sum benefit eyual to the accumulated vefund of all cmployee contributions with
interest, plus one month of salary for cach year of service, up to a maximum of six years,

Five or nore Years of Secvice

2.5% of Final Compensation for each year of credited service, subject 1o a minimum of 40%
and a maximum of 75% of Final Compensation. The benefit is payable until the spouse or
registered domestic patiner marries or establishes a domestic partnership. If the member was
age 55 with 20 ycars nf service at dcath, the benefit is payable for the lifetime of the
miember’s spouse or registered domestic partaer.

Withd rawal Benefits

Less than five Yeurs of Service

Lump sum I_Jeneﬂ't'-equa] to the accumulated employee contributions with interest.
TLive or more vears of credited service

The amount of the sefvice retirement benefit, payabic at age 55. _

Additional Post-retireinent Death Benefit

A death benefit puyable as a lump sum equal to $500 will he paid to & qualified survivor
upon the member’s death.

Past-retirement Cost-of-Living Benefit

Benefits see increased every April | by 3.0%, regardless of actual inflation.

Supplemental Retiree Benefit Reserve (SRBR)

Eacly year, 10% of Exccss Eawnings, if any, are transferred to the SRBR, and the SRBR
balance is crediicd with interest equal to the actual rate of retumn up to the actuariglly
assuined investmernt refura, but not less than $0. The interest-gredited to the SRBR balance.is

distributed to retirees and beneficiaries along with any balance (before interest crediting) in
excess of the minimum balance estabilished by the Board ($7,000 per retivec/beneficiary).

Note: The summary of major plan provisions is designed to oufline prineipal plan
benefits. 1f the Department of Retivement Services showd find the plan sumniary not in
accordance with the actoal provisions, the actuary shonld immnediately be alerted so the
praper provisions are valued.
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APPENDIX D
GLOSSARY OF TERMS

Actuarial Liability

The Actuarial Liability is the difference between the present value of all future system
bencfits and the present value of total future normal costs, This s also referred to by some

ekl

actuaries as the “accrued lalility” or “actuarial liability.”

Actuarial Assumptions

Estimates of future experience wnth respect to rates of mortality, disability, turnover,
retitemment rate or rates of investment income and salary increases. Actuarial assumptions
(rates of mortality, disability, turnover and retirement) are geacrally based on past
cxperience, often modified for projected changes in conditions. Fconomic assumptions
(salary increases and investment income) consist of an undestying rate in an inflation-free
environment plus a provision for a long-term averags rate of inflation.

Acerued Service

Service credited nnder the System which was rendered before the date of the actuarial
valuation.

Acinarial Equivalent

A single amount or seties of amounts of equal actuarial valuc to another single amount or
series of amounts, computed on the basis of approprisic actuarial assumptions,

Aciunarial Funding Method
A mathematical budgeting proccedure for allocating the dollar amount of the acluarial present

value of a retivement system bencfit between funme normal cost and actuarial accrued
liability. Sometimes referred o as the “actuarial funding method.”

Actuarial Gain (Loss)

The difference between actual experience and actuarial assumption anticipated cxperience
during the period between two actuarial valuation dates.

Actuarial Present Vahie
The amount of funds cuwrently required to provide a payment or serics of payments in the

future. It is determined by discounting future payments at predetermined rates of interest,
and by probabilities of payment,
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APPENIIX B
GLOSSARY OF TERMS

Amortization

Paying off an interest-discounted amount with periodic payments of interest and principal—
as opposed to paying off with a hump-sum payment,

Annual Required Contribution (ARC) nnder GASB 25
The Governmental Accounting Standards Board (GASB) Statement No. 235 defines the Plan
Sponsor’s “Annual Required Contribution” (ARC) that must be disclosed annually. The

System Empioyci computed contribution rate for FYE 2013 meets the parameters of GASB
25,

Normal Cost

* The actuarial present valte of retivement system benefits allocated (o the current year by the

11,

12.

actuarial funding method.
Set back/Set forward

Set back is a period of years that a standard published table (i.e.. mortality) is referenced
backwards in age. For instance, if the set back period is two years and the paticipant’s age is
currently 40, then the table vaiue for age 38 is used from the standard published table. Tt is
the opposite for set forward. A system would use set backs or set forwards to compensate for
mortality experience in their worl force.

Unfunded Actuarial Liability (UAL)

The unfunded actuarial lability represents the difference between actuarial lability and
vafuafion assets. This value is sometimes referred to as “unfundsd actuatial accrued
liability.”

Most retirement systems have unfunded actuarial liabilities. They typically .arisc cach thne
new benefits are added and each time cxperience losses are pealized.

The existence of mnfunded actuavial accrued liability is not in itself an indicator of poor
funding, Also, unfunded actuavial llabilities do not represent a debt that is payable today.
What s important is the ability of the plan sponsor to amortize the unfunded actuarial
tiability and the trend in its amount (after due allowance for devaluation of the doltar),
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Classic Valies, innovalive Advice

Vig Emaif and U.S. Mait
January 7, 2011

Retirement Board of the Federated City
Employees’ Retirement System

£737 North 19 Stieet, Suite 580

San Jose, CA 95112

Re:  City of San Jose Federated Retivee Health Care Plan Valuation
Dear Members of the Board:

At your request, we performed the June 30, 2010 actuarial valuation of the City of San Jose
Federated Retiree Health Care Plan. The wvaluation results with respect to Other
Postemployment Benefits (OPEB), covering postretivement health and dental insurance
benefits, are contained in this report. The prior valuation was performed by Gabriel, Roeder,
Smith and Company. :

Appendix A describes the Member Data, Assumptions, and Methods used in calculating the-
liabilities contained in the repart. We relied, without audit, on information provided by the
City. Appendix B contsing a summary of the substantive plan provisions ba%d on
documeniation provided by and discussions with City of San Jose’s staff,

The tesults of this report depend on the future experience conforming to the actuarial
assumptions used, The results will change to the extent that futurc experience differs from
the assumptions. Actuarial computations arve caleulated based on our understanding of GASB
43/45 and are for purposes of fulfilling plan and employer financial necounting requirements.
Determinations [or purposes other than meeting plan or employer financial accounting
requirements may De signiticantly different from the results in this report. This repout also
conlains actuarial computations based on our understanding of the Pian’s funding policy. We
have not incorporated the impaet of the Patient Protection and Affordable Care Act of 2010,

4,

At its Deccmber 2010 meeting, the Board adopted a policy sefting the Annual Requived
Cantribution to be the greater of the dollar amount repotied in the actuarial valuation
{adjusted for interest bascd on the time of the contribition) and the doHar amount determined
by applying the percent of payroll reported in the actuarial valuation to the actual payroll for
the fiscal year. For example, based on this valuation report, the contribution requived for the
fiscal year ending June 30, 2012 is the greater of $21,470,679 (if paid 7/1/2011) and 7.16%
of actual payroll for the period from July 1, 2011 through Juic 30, 2012,

We hereby certify that, to the best of our knowledge, this report is complete and accurate and
has been prepared in accordance with generally recognized and accepted actuarial principles
and practices which are consistent with the applicable Actuadial Standards of Practice as
Promulgated by the Actiarial Standards Board. We are Meinbers of the American Academy
nf Actuaries and, collectively, meet the Qualification Standards of the American Academy of
Actuaries to render the actuarial opinion contained in this report. This report does not
address any contractual or logal issues. We are not attorneys and our finm does not provide
any legal services or advice,

1750 Fysons Boubevard, Sulte 1 100, Mekean,VA 22102 Tel: 703.893.1456 Fax: 703.893.2006 veyevr.chelronas




Retirement Board of the Federated City
Employees’ Retirement System
Janvary 7, 2041

Pageii

Sineerely,
Cheiron

William R. Hallmark, ASA, FCA, EA, MAAA Marg _]‘6.? A, Tcrﬁpkin, FSA,BA, MAAA
Consuiting Actuary : Constilting Actnary

._.@rz-lzmcam '



OTY OF SAN JOSLE
JUNE 30, 2618 OTHER POSTEMPLOYMENT BENETITS

INTRODUCTION

The Retireinent Board of the Federated City Employees® Retivement Sysfem has engaged
Chetiron to provide a valuation of the Cily of San Jose Federated Retiree Health Cave Plan. The
primary purposc of performing this actuarfal valuation is to:

s Detennine employee and City contribution rates for the Fiscul Year cnding June 30,
- 2012,

+ Determine the accounting and BEnancial reporting ems under GASB 43 and 45 for the
Plan and the City of the retiree health and dental insurance hencfiig;

» Show sensitivilies to changes in trends and assumptions; and

o Hiustate the long-term coffeat of the funding strategy on projected comtribution -
requirements and GASB accounting and financial veporting for the Plan and the City.

Funding Policy

The City has negotiated centracts with its Iabor uniens that require both employee and City
contributions to fund the Plan. The agreements cail for a five year transition to Tully funding the
Annual Required Contribution (ARC) under GASB 43 and 45 using a straight line method, but
limiting the incremental increase to 0.75% for the members and City during the phase-in periad.
The unfunded liability as of June 30, 2009 is amortized over a closed 30-year period as a level
petcentage of payroll, und subsequent gains and losses, changes in assumptions, and changes in
plan provisions are amortized over 20-year petiods from the first valvation recognizing the
change.

The contributions for retiree medical benefits are split cvenly between employees and the City,
and the conhibutions for retiree dental benefits are split in the ratic of 8 to 3 with the City
eontributing 8/1 | of the total contribution.

GASB’s OPEB Regniremenits:

“The Governmental Accounting Standards Board (GASB) has weleased Statement 43 regarding
financial reporting for post-employnent benefits plans other than pension plans and a companion
Statement (number 45) regarding the employer aceounting amd financial reporting for these
plans.

if an employer is not contributing the full ARC fo the Plan, GASB requires the use of a discount
rate that biends the expected return, on plan assets (7.95%) with the expected retum on employet
assets (4.50%). For the 2010-11 fiscal yeay, the full ARC was 9.99% of pay, but ander the
phase-in, the City is only contribuling 6.41% of pay, or 64% of the ARC. Conscquently,
following the method previously employed, we have calculated a blended discount rate of 6.71%
for this vatuation.
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CITY OF SAN JOSE

JUNE 34, 20§ OTHER POSTEMPL.OYMENT BENTFITS

VALUATION RESULTS

The table below presents the key resuits of the 2010 valualion.

U vtk s & 2

il b

o s

Tatile 1
Summary of Key Valuation Results
- o thousands) e —
[ Valuation Date 6/30/2010 | 63072009 ]
! Discountt Rate 7.95% 0.71% 0.70%
Actuarial Liability (AL) $ 780,486 $ 926,371 3 796,448
Assets 108,011 108,001 85,564
Unfunded Actuarial Liability (UAL) | $681,475 $818,360 $ 710,884
Fundiag Ratio [4% 12% 1%
Fiscal Year Ending 6/30/2012 6/30/2011
Member Contribution Rate 6.31% 5.76%
City Contribution Rate 7.16% 6.41% :
{| City Contribution Amount (beginning of year) $21,471 $ 18,530 i
Fiscal Year Ending 6/30/2011 6/30/2016
City ARC :
-- if paid as-a percent of pay 15.86% ) 11.97% :
-- if paid throughout the fiscal year ' $ 47,593 % 38,599 ' II

The remainder of this report provides additional detail on our analysis. First, we present the
" resuits of our baseline actuarial study and sensitivity analyses to both assumptions and benefits,

We conelude with information to satisfy the GASB OPEB neccounting and financial reporting

requirements. '

The fundamental principic underlying most actuacial methods, as well as the GASB accounting
standards, is that the cost of a member’s benefits should be recognized over the period in which
henefits are carned, rather than the period of bensfit distribution. The normal cost is the annyal
amount which would be sufficient to fund the ptan benefits (net of retiree contributions) if it
were paid from cach employee’s date of hire unti] termination or retiremrent. Under the method
used in our analysis, the norinal cost is determined as a percentage of pay, This means the
underlying dollar amount is expected to increase each year as salary increases. The acruarial
lich ity represents the portion of the value of the projected benefit at retirement that is allocated
to service earned prior to the valuation date; that is, it represents the accumuiation of past normal
costs from date of hire until the valuation date. The unfunded actuarial liability represents the

. excess of the actuarial liability over plan assets. The pay-as-you-go cost represents the expected
amual cost of health coverage less retiree contributions for current and future retirces based on
the valualion assumptions. This figure can be significantly higber than the premiums because
the premiums primarily reflect the cost of active, not retiree, coverage.
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CITY OF SAN JOSE
JUNE 30, 2000 OTHER POSTEMPLOYNENT BENEMTS

VALUATION RESULTS

The develepment of the unfunded actuarial liability of the Plan is shown in Table 2 below for the

current and prior year's valuations.,

i

aIc 2
Lo . ___Unfunded Actuarial Liabiligy e
6/30/2010 6/30/2009%
Discount Rate ; 795% 6.71% 6.70%

Present Value of Future Benefits
Retirees and Beneficiaries

i Unfunded Actuarial Liability

§ 423,351,320

$ 479,423,141

$ 389,613,882

Term Vested Members 30,982,620 35,860,649 31,753,307
Active Employees 472,715,983 613,293,522 552,819,323
Total . . § 927,049,923 $1,128,577,302 ¢ § 974,186,512
Present Value of Future Normal Costs 137,563,578 202206450 177,738,237
Actuarial Liability $ 789,486,345 3 926,370,862 $ 796,448275
Asscts 108.010.981 108.010.981 85,564,000

$ 681,475,364

$ 818,359,881

$ 710,884,275

* Calculated by prior actuary.

The chart below shows the historical trend of assels and liabilities for the City of San Jose
Federated Retiree Healtheare Plan. While the Plan has been partially funded for many years, the
first valuation complying with GASB 43 and 45 was performed in 2006 which resulled in a
significantly lower discount rate and significantly higher liabilities. The funding policy,
however, was 1ot changed until 2609.

{HeEmoN 3
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CITY OF SAN JOSLE

"JUNE 36, 2016 OTHER POSTENPLOYMENT RENEFITS

VALUATION RESULTS

The City of San Jose Federsied Retiree Healthcare Plan

Aduari:_:l Liabiiity =ive Agsels at Market Value o

SGUG —_____ R s

1995 W0 200 2005 2006 2007 2009 201

Jinst GASB 4345 vatnation.

2601 2003 2005 2608 2007 2809 2010

8.25% 8.15% 8.25% 5460%] 666%|  6.70% 6.71%

48.2% 3425 24.6%: 11:6% 15.7% 10 7% 11.7%

$ T24{5 565 13573§ 6217015 SMI|8 OIS Bigd

The Annual Required Contribution {ARC) under GASB 43 and 45 consists of two parts: {1) the
normel cost, witich represents the annual cost attributable to service earned in a given year, and
{2) the amortization of the unfunded actuariai labifity {(UAL). Under the current fiinding
method, the City pays for the implicit subsidy through the payment of active employee health
premitims and aiso makes additional contribations to a 404 (h) account.

In Table 3 below, the ARC for whe fiscal year ending June 30, 201 | is developed using a blended
discount rate-of 6.71%. The prior year’s calculation is shown for comparison.

Table 3
GASRE ARC _ :
Fiscal Year Ladin _6/30m011 6/30/2010* ||
Discount Rate 5,71% 6.70%
Total Normat Cost $ 22,195,786 $ 20,568,707
Less Employee Contribution towards Normal Cost 17,283,978 16,663.945
Employer Normal Cost 4,911,808 3,004,762
UAL Aanortization 42,681,581 34,694.460
Tofal ARC $ 47,593,389 $38,599,222

*Cafculated by Prior Aciuary

L HEIRON 4



i COITY O3 SAN JOSE
ll NE 30,2010 OTIER POSTEMPLOVMENT BENEFITS

VALUATION RESULTS

" Looking beyond 2010, both the liability and assets are projected 1o incrense as the City phases

into fully-funding the ARC.
for the niext 20 years,
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The charts below project the assets, fiabilitics and the funding costs

The first chart shows the actuarial liability incrcasing from about $926 million to about $2.1
billion over the next 20 years, The red line on the same chart shows the Net OPED Obfigation

(NOO), which is projeeted i be abowt $139 willion afler 20 years.
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CITY {1F 8AN JOSLEE
JUNE 30, 2000 OTHER POSTEMPLOYMIENT BENETFITS

VALUATION RESULTS

The second chart shows the projected annual contributions and ARC as a percentage of pay.
Benefit payments, net of retivee contributions, are shown by the gray area and increase from 11%
to 18% of pay. The teal bars reptesent the City’s contributions, which are cgqual to the ARC
starting in FY 2013-14. The City’s contribuiion is expected to grow from 6.4% in FY 2010-11 to
11.2% of pay in FY 2014-15. The ARC, shown iy the red tine, is expected to increase to 17.5%
of pay before the reduced discount rate (due to fully finding the ARC) and increased employee
contributions due to the phase-in result in an ARC of about 11.2% of pay.

Below are the expected net benefit payments that we anticipate for the next 15 years under
Pay-As-You-Ge.

: Table 4
Expected Not Benefit Payments _
Fiscal Year | Kxpected Net | Fiscal Year | Expected Net | Fiseal Year | Expected Net
Ending Benefit Ending |  Beuefit Eading Benefit
l.June30 | Paywents | June30 _ Payments | Juned) | Payments
2011 - $34,391,102 2016 $51,521,67] 2021 $76,130,140
2012 - 37,429,865 2017 56,333,709 2022 81,542,370
2013 40,706,062 2018 60,913,899 2023 . 86,468,730
2014 43,867,262 2019 65,237,193 2024 90,882,655
2015 47,369,846 2020 70,446,495 2025 85,357,638

{HERoN 6



CITY OF SAN JOSE
JUNE 30,2080 OTHER FOSTEMPLOYMENT BENEFITS

RECONCILIATION
Liabilitiex

Table 4 provides an estimate of the major factors contributing to the change in liability since the
*fast valustion report.  Medical and denal liabilities have been grouped together in the
- veconciliation table below.

Table 3
Reconciliatizn of Acluarial Llablhgi - GASB Basis e ]

[Actuarial Liability as of June 30, 2009 $ 796 448 275
Changes due to:

+ Passage of Time $ 49,391,867
s  Demographic Changes ' 14,153,505
s Change in Claims Assumptions 29,592,153
» Change in Trend Assumptions 35,517,187
»  Change in Actuary and Othet Assumptions L267.475
Tolal Changes $ 129,922,587
Actuarial Liabilig as of Juue 30, 2010 $ 926,370,862

o Passage of Time refers to the expected increase in actuariat liabilily from Jure 30 2009
lo June 30, 2010,

e Denographic Changes refers to the change in aclual data and clections hom Junc 34,
2009 to June 30, 2010.

s  Change in Claims Assumptions refers to the change in expected current and fisture
heaithoare claimis and expense costs. '

e Change in Health Assumptions refers to the change the per person cost trends,

s Change in Other Assumpiions refers to the change in the discount rate from 6.70% o
6.71%.

Assely

Table 6 below shows the reconciliation of asscts for the fiscal year, This section recouciles to
the assets of June 30, 2010 that were used to develap the FY 2010-11 ARC,

Table6
! Agsets
e bi302010 6/30/2609

 Market Value, Beginning of Year - § 85,563,934 $ 94,520,000

Contributions :
Employec 15,845,227 15,076,000
City 17,027,157 16,368,000
Total ' § 32,842,384 $ 31,444,000
Net Investment Earnings 13,670,247 (18,675,000}
Benefit Payments (24,065,580 (21.725,000)
i| Mavkel Vahie, End of Year $108,010,981 $ 85,564,000

£ 1IERON 7



CITY OF SAN JOST

JUNE 30, 2640 OTHER POSTEMPLOYMENT BENEFITS

SENSITIVITY OF RESULTS

The fiabitities and ARC produced in this report are sensitive to the assumptions used. The (ables
below show the impect of a 1% increase of decrease in the health care trend rates on the actuariai

liability using the blended discount rate and the ARC to provide some measurc of sensttivity.

puit ey

Health Care Trend Rate

Present Vatue of Future Benefits
Retirees and Beneficiarics

Term Vested Members

Active Employces

Total

Present Value of Future Normal Costs
Actuarial Liability '
Assets

JTUAL,

e
missms s

Table 8

GASB ARC - TY2011
6.71% Blended Discount Rate

T R e e e e s il APt

[Health Care Trend Rate - 1% ' Base +1%
Total Nermal Cost 3 16,020 ¥ 22,196 $ 31,404
Less Employee Contribution towacds -
Mormat Cost 17,284 17,284 17,284
Employer Notmal Cost - $ (1,264) $ 4912 $ 14,120
UAL Amortization 34,948 42,681 51,771
Total ARC $ 33,684 $ 47,593 $ 65,891

Table7
Actuarial Liability .
6.71% Blended Discount Rate
(in thousands)
-1% Base + 1% -
T T
§ 436,441 § 479423 § 537,497
31,625 35,861 40,994
491,862 613,264 773.465
$ 953,868 $ 1,128,578 § 1,351,956 "
145,078 202,207 287,386
$  BOB,700 5 920,371 $ 1,064,570
108,011 168,011 i08.611
$_ 700,779 $__ 818,360 $ 956,559

A HERON



CITY OF SAN JOSE
JULY 1, 2010 POST-RETIREMENT HEALTH VALUATION

ACTUARIAL FUNDING

The City has negotiated contracts with its labor usiions that require both employee and City
conlributions 1o fund the Plan. The agreetments call for a five year transition to fully funding the
Annual Reguired Coniribution (ARC) under GASB 43 and 45 using a straight line method. This
section of the report calculates the current and expected future contribution reguirements under
these agreements, Coniributions are eurrently made to a 401(h) account in the pension frust.
This veport ignoves any potential limits to enntributions to the 401 (h) aceount, assuming the City
will cstablish another trust vehicle if needed to accept the contributions required by the collective
bargaining agreements.

The eontributions for retivee medical benefits wre split evenly between employees and the City,
and the coniributions for retiree denial benefiis are split in the ratio of 8 to 3 with the City
contributing 8/11 of the total contribigion. The following table develops the UAL separately for
medical and dental benefiis based on the full funding discount rate of 7.95%.

Table 9.
Unfunded Actuarial Liability

. o Actuarial Funding .

. Medical Dental Total |
Present Value of Fulure Benefits
Retirees and Benelicinries $ 376,870,766 3 46,480,554 $ 423,350,320
Term Vested Meimbers 30,760,728 215,892 30,982,620
- Active Eraployees 431,534,393 41.181.090 472,715,583
Totat : § 839,172,387 ¥ 87,817,536 $ 927,049,923
Present Value of Future Normal Costs 124,354,586 13,208,992 §37,.563.578
1§ Actuarial Liability $ 714,817,801 $ 74,608,544 % 789,486,345
Assets* 97,795,449 10,215,532 108,010,981
Unfunded Actuarial Liahility % 617,022,352 $ 04453012 $ 681,475,364 |

* Assely are allocated in proportion ta Actugriad Liabiliy

The UAL as of June 30, 2009 is amoitized over a closed 30-year period as a level percentage of
payroll, and subsequent gains and losses, changes in assumptions, and changes in plan provisions
are amortized over 20-year periods from the first valuation recognizing the change. The
outstanding balanee of each amortization buse established in a prior year is based on the
amottization schedule used for GASD reporting purposes af the blended diseount raic. The
amorfization base for the current year is equal to the UAL shown in the table above less the
outstanding balance of prior year bases. The amortization payment is allocated fo medical and
dental v proportion to the Actuarial Lisbility. The following table shows the amortization
schedule as of June 30, 2010.

£ HEIRON 9




CITY OF SAN JOSE
JULY 1, 2010 POST-RETTREMENT AEALTH VALUATION

ACTUARIAL FUNBING
| Table 10 T
Amortization Schiedule — Tuli Funding Basis
e Total o Medical Dental
Duiite Outstanding Aanortization Amortization Amortization

LEsiablished Balance Paymeni Payment Payvment
6/30/2009 $ 729,089,575 % 45,784,596 $ 41,454,351 3 4,330,245
6/30/2010 {47,624.211) (3,748,804) (3,394,247 (354,557)
Total $ 681475364 3 42,035,792 3 38,060,104 § 3,975,688 i

s

Due to the one-year lag between the valuation date and the effective date of new contribution
rates, the amortization payments shown in the table above are assumed to be made 18 months
after the vajualion date and have been adjusted for interest accordingly.

The tables below develop fhe contribution amounts and rates for the fiscal year ending June 30,
2012 ignering the phase-in of contribution rates.

-

vy rrrerwe-ra:
s e

Table 11
FY 201112 Coatributicn Amornts
Actuarial Funding

[ - Medical Dental Total |

Normal Cost $ 15,076,075 § 1,875,729 3 16,951,804 |
Amartization Payment 38,060,104 3,975,688 42,035,792

Contribution Amount without Phasc-In _
Employees 26,568,089 1,595,841 28,163,930
City 26,568,090 4255576 20,823,665
Total $ 53,136,179 § 5851417 % 58,987,596

Table 12 | __ T I!

FY 2011-12 Contribution Rates
Actuarial Funding
_ Medical Denial Total
MNormal Cost 4.84% 0.60% 5.44%
Amertization Payment 1221% 1.27% 13.48%
Contribution Amount without Phase-In )
Employeces 8.52% . 0.51% 9.03%
City 8.53% 1,36% 9.89%
Total 17.05% 1.88% 18.92%

The agreement fo phase-in confributions to the full ARC by 2013-14 also contains a fimil
preventing either employee or City contribution rates from increasing by inore than 0.75% per
year until the last year of the phase-in when the full ARC must be contributed. The tabfe below
shows the projected contribution rates reflecting the phase-in.

Laron 10



CITY OF SAN JOSE

JULY 1, 2600 POST-RETIREMENT HEALTH YALUATION

ACTUARIAL TOUNBING
N : B Table 13 T ]
) __Projected Phase-In Contribution Rates
1Fiscal Year - Lmployee City Total
2008-09 4.65% 5.25% 9.90%
2009-10 5.07% 5.70% 10.77%
201011 5.76% 6.41% 12.17%
2011-12 8.519% 7.16% 13.67%
2012-13 7.26% 7.91% 15.17%
12013-14 L 10.01% 10.95% - 20.96%

£ HERON
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CITY OF SAN JOSE
JUNE 30, 20100 OTHER POSTEMPLOYMENT BENEFITS

ACCOUNTING DISCLOSURES

Statemend No. 43 and 45 of the Governmental Accouniing Standards Board (GASB)
established standards for accounting and financial reporting of Other Postemployment Benefit
(OPEB) information by governmental employers and plans, 1n accordance with those statements,
we have prepased the following disclosures:

Net OPEB Obligation

‘Fable 14 below shows the development of the Net OPEB Cbligation.

insa _— - s

I B ] ) Table 14 - - |
Development of Net OPEB Obligation :
. (in thousandsz il

=l
Projected
. e Tune30,2010%  Junc30, 2011
1. Net OPEB Obligation/(Asset) at beginning of fiscal year  § 44,760 % 62,589
2. Annual Requived Contribution for FYE $ 38599 § 47,593
3. Interest on Net OPER Obligation/(Asset) 2,999 4,200
4. Adjustment to Annual Required Confribution 2,184 3.264
5. Apnual OPEB Cost (2) + (3.) ~ (4.) 39,414 48,529
6. Employer Contributions Made (Actual/Estimated) 17,598 19,234
7. Implieit Rate Subsidy {Actual/Estimated) 3,987
8. Net OPEB Obligation/(Asset) af end of fiscal year $ 62,589 8 91,883
(1) +(5.)-(6.) - (7.}

*Ax showsn i the City's CAFR
Schedule of Funding Progress

The schedule of funding progress compares the assets used for funding purposes to the
comparable liabilities to determine how well the Plan is funded and how this status has changed
over the past several years. The actuarial liability is compared to the actuatiel value of assets to
determine the funding vatio. The Actuarial Liability under GASB is determined assuining that
the Plan is ongoiag and patticipants continue to terminate employment, retire, etc., in aecordance
with the actuarial assumptions.

L 1HRON 12




CITY OF SAN.JOSE

JUNE 30, 2010 OTHER POSTEMPLOYMENT BENLEITS

ACCOUNTING DISCLOSURES

e A o o e

Table 15
Schedule of Funding Progress
_— et thousands) —
T o thifun dc‘(.i - B
i Actuarial (UAAL) as
Actuarvial Actnarial Acerned Anungl Percenluge
Actuarial Vialue Acerued Ldabilities Fded Covered of Covered
Valuation ol Assets Lialilities (UVAAL) Ratio Payrall Payroll
i__Datc (2} e b)) @) e (b))
1 6/30/2010 $ 108,011 $920,371 3 818,260 12% $ 300,069 273%
6/36/2009 85,564 796,448 710,884 11% 308,697 230%
&/30/2007 96,601 616,749 520,148 16% 271,833 191%
6/30/2006 £1,288 702,939 621,651 12% 273,359 226%

Schedule of Employer Contributions

. The schedule of employer contributions shows whethet the employer as made contributions that
are congistent with an actuarially sound method of funding the benefils 1o be provided.

Table 16 o
Schedule of mployer Conttributions
(in thousands) - —
Fiscal Year Employer Percentage of
Ended Annual OPEB  Contributions AOC Net OPEB
June 39 Cost (AOC) Plas Emplicit Contribuied Obligation
Subsidy _ _ o
2011 548,529 To bedetermined  Ta be detetmined  To be dctcrr‘ninmi
20610 39414 $21,588 55% $ 62,589
2009 33,725 15,918 47% 44,760
2008. 38,513 11,560 30% 26,953
LHERON. 13



CITY O BAN JOSE
JUNE 30,2010 GTHER POSTENPLOYMENT BENEFITS

ACCOUNTING DISCLOSURES
Amortization Schednie

Table 10 above shows the amorti;'alion schedule on a full funding basis. However, smce the full
ARC is not currently heing contributed, the amortization schedule based an the blended discount
1ate of 6.71% that is used to caleulate the ARC is shown in Fable 17 below.

IR I e P SN TR T AT T Fearr L R AL TS LA LT AT L
et e A e

e e M“’fa“hle =
- Amgrtization Schedule -~ ARC Basis o
_ . Total - Medical Deutal I
Date Qufstanding Amog;uatm Amuortization Amortization
Hstablished Balance Pavment Payment Payment
6/30/2002 $ 729099575 § 36,810,713 3 33,370,980 § 3,439,933
6/30/2010 89,260,306 5,870,868 5,322,272 548,596
Total $ 818359881 & 42,681,581 & 38,693,252  § 3,988,329

We have also provided a Nofe lo Required Supplementary Information for the financial
statements. )

) Table 18
NOTE TQ REQUIRED SUPPLEMENTARY INFORMATION
The information presented in the vequired supplementary schedules was determined as part of

the actuarial valuation at the dale indicated. Additional information as of the lafest actuarial
valuation follows.

Valuation Date ' ' June 390, 2010
Actusrial Cost Method Individuaf Enty Age  H
Amortization Method Level percentage of pay closed*®
Single Equivalent Amaortization Period 27.6 years
Asset Valuation Method Market Value
Actuarial Assumptions: )

Payroll Growth Rate 3.90%

Discount Rate 6.71%

Ultamate Rate of Medical Inflation . o 4.50%

* The 6*’30#’2039 UAL is amariized over a closed 30 -year period. Subseguent changes te the UAL are amortized over closed 20-
Yyear lnyered perlods.

£ HERON 14




CIEY OF SAN JOSE -
JUNE 30, 2010 OFHER POSTEMPLOYMENT RENEFIT

APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHHODS

Participant Data as of Junc 36, 2010:

A e i Tl

Liligible Active Empir_);lrees

Years of Service

v

Average age of active employees: 45.9 '

Average service: 12.1 years
Annual Earnings: $300,069,063

Retirees, Disabled Retirees and Surviving Speuses
e S
Medical Insurance Dental Insurance
Age
H_ELEHLW__MMM&MJ
Under 50 12 24 36 N 11 17 28
5l to 55 38 39 77 33 36 74
550 60 169 139 308 178 137 315
60 to 65 274 215 489 300 221 521
65 to 70 219 184 4003 248 211 459
7010 75 177 146 323 159 181 380
75to 80 136 116 252 157 140 297
80 to 85 87 97 84 118 133 252.
851090 67 52 19 97 90 187
Over 9 22 32 54 26 49 15
Total 1,201 1,044 2245 || 1,373 1,215 2,588

CHERON

Age
. Group <5 5-9 j0-14 15-19 20-24 25-29 -30-34 35+ ‘Tofsl
Under 25 34 0 0 0 0 0 0 0 34
25t0 30 201 21 [ ¢ 0 0 0 0 223
30 to 35 205 123 36 0 0 ¢ 0 ] 364
35t0 40 128 165 161 20 0 0 0 0 474
40 to0 45 12 137 177 70 46 i 0 0 543
4510 30 105 108 139 95 164 41 0 0 672
5010 55 97 93 123 95 171 96 7 0 682
S5to 6 64 87 118 35 107 30 6 i 474
60 to 65 27 46 09 38 51 20 2 2 2335
Qyer 05 S 15 45 19 12 6 Y 0 2z
Total 982 795 889 383 351 2410 15 3 3,818




CI'TY¥ OF SAN JOSE .
JUNTE 30, 2010 OTHER POSTEMPLOYMENT BENEFITS

APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

Priot Vested Terminatious

Under 55 0 2 2
55160 23 18 a1
60 to 65 23 15 38
65to 70 10 7 17
Tto 75 5 3 8
7510 80 8 3 1
Over 80 13 7 20
Total 82 55 137

Current Vested Terminations®
Age Group Male Female Total

Under 45 7 3 10
45 f0 50 17 14 31
50 10 55 25 18 43
55 to 69 3 0 3
60 to 65 I 1 2
Over 65 0o .0 0

Total 53 36 89

*Inchudes those term vested participants with at feast 15
years of service (37.5% penston multiplier)

{HERDN



JUNE 30, 2010 OTHER POSTEMPLOYMENT BENEFITS

CITY OF S8AN JOSE

APPENMDIX A

PARTICIPANT DATA, ASSUMPTIONS AND METHODS

Feonomic Assumptions:

1.

2. Expected Return on Employer Assets:

Expected Return on Plan Assets:

3. Blended Discount Rate:

4.

Per PPerson Cost Trends:

7.90% per year

4.50% per year

6.71% per year

I_ Date Annual Increase |
To Year Medicare
Beginning July 1~ Pre-Medicare Eligible Dental
2011 9.50% 7H0% 5.00%
2012 G.17 - 6.83 4.50
2013 8.83 6.67 4.50
2014 8.50 - 650 4.00 i
2015 8.17 633 400
2016 7.83 6.17 4,00
2017 7.50 6.00 4.00
2018 717 5.83 4,00
2019 6.83 5.67 4.00
2020 60.50 550 4.00
2021 6.17 5.33 4.00
2022 5.83 517 4.00
2023 5.50 5.00 4.00
2024 517 4.83 4.00
2025 483 © 4,07 4,00
2026+ 4,50 _ 4.50 4,00

Deduetibles, Co-payments, Out-of-Packet Maximums, and Annual Maximum are assumed to
increase at the abeve trend rafes.

{HERON
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CITY OF SAN JOSLE .
JUNE 30, 2010 OTHER POSTEMPLOYMENT BENEFFS

APPENDIX A :
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

- Demograplhic Assumptions:
1. Retirement Ratcs:

The following rates of retirement are assurned for members eligible fo retire.

] Retirements by Age
| Age _ _Refirement |

30 0.00%
51 0.00
52 0.00
33 0.00
34 0.00
55 ~ 1500
36 7.50
57 ' 7.50
58 7.50
59 7.50
60 ' 7.50
61 7.50
62 20.00
63 10.00
64 10.00
63 25.00
] 25.00
67 25.00
68 25.00
69 25.00

70 and over 105,00

The probability of yetircment increased to 50% each year after completion of 30 years of
gerviee and attainment of age 50.

L HEIRON - 18



CHTY OF SAN.JOSE
JUNE 34, 2010 OTTIER POSTEMPLOYMENT BENETFITS

APPENDIX A
PARTICYPANT DATA, ASSUMPTIONS AND METHODS

2. Termination / Withdrawal Rates:

Sampie rates of withdrawal/termination are show in the following tabie

B Rates of Termination / Withdrawal
Age Withdvrawal  Vesied Termination
20 - 11.00% 0.00%
25 7.00 3.00
30 5.00 3.00
33 2.50 275
i 40 1.50 2.00
45 1.25 2.00
50 1.25 1.50
55 1.00 0.00
a0 1.60 0.00
65 .00 0.00:

A HERON

*Withdrwallterminmtion rates do fot npply oace a member is eligthc Tor retirament
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CITY OF AN JOSE
JUNE 30, 2000 OTHER POSTEMPLOYMENT BERELFTTS

APPENIHX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

3. Rate of Mortality:
Healthy Lives:
Morlalily rates for actives, retirees, henefliciaries, terminated vested and reciprocals are

based on the sex distinct 1994 Geoup Annuity Mortality Tablcs setback three years for
males and one year for temales. '

II ) Healthy Mortality Rates ]
Male Pariicipants Female Participanis
Pre- and Post- Pre- and Post-
Age Retirement Retirement
20 0.043% 0.028%
25 i 0.056 0.029
30 0.073 0.033
35 0.084 0.045
49 0.089 0.065
45 0.125 0.092
50 0.190 0.131
35 0.321 0.208
60 0.558 ' 0.386
635 Lals - 0.762
70 1.803 1.271
75 2.848 2.038
80 4.517 ' 3.536

Disabled Lives:

Moria‘iily rates for disabled retiress are based on the 1981 Disability Mortality Table,

Crmmon



CITY OF SAN JOSE _
JUNE 30, 2060 OTHER POSTEMPLOYMENT BENEFITS

APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

L R B e e T A B B AP T 1 T A 4 T P VL K L 0 U PP o

r Disabled Mortality Rates
Male Participants Female Participants
Pre- and Post- Pre- and Post-
Age Retiremenit o Retirement |
20 0.660% 0.660%
235 0.960 0.%60
30 - 1,220 1.220
35 1.480 1.480
40 1.760 1760
45 2.080 2,080
50 2.440 2.440
85 2.840 2.840
60 3.300 - 3.300
65 3.790 3.790
70 4,370 4.370
- 75 5.530 ) 5.530
80 8,749 8.740

4, Disability Rafes:

Sample rates of disability are show in the following table

Rates of DHsability at Selected ]
Apes

[ Age Disability |
20 - 0.04%
235 0.06
30 0.07
35 0.09
40 0.15
45 0.25
50 0.40
55 0,50
a0 1.00
65 2.00
70 0.00

50% ol disabilities are assumwed to be duty related, and 50% are assumed to he non-duty.
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CITY OF SAN JUSE
JUNE 3G, 201 OTHER FOSTEMPLOYMENT BONEFITS

APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

Salary Increase Rate:
Wage mflation component 3.90%

In addition, the following meril component is added based on an individual member’s years
of service:

r B Salary Merit Increase
| Years of Service Moerit & Longevity
0 5.75%
1 3.75
2 2.25
3 ' 1.75
-4 1.00
5+ 025

Percent of Retirees Electing Coverage: [00% of employees are assumed to elect coverape
at refitement. Fulure retirces plan clections are assumed to mirror curtent retiree plan
clections. The following rates are used to determine blended claims and contributions for
future retirees:

|r_ Assumed Plan Electious for Fnfure Retlvees |
! Plan Pre-Medicare Mecdicare Eligible
Medical '
e Kaiser 7i% 46%
+ HMO 22% 6%
" ¢ PPO 5% 42%
e POS 2% N/A
s Secure Hortzons N/A 4%
H o Pacificare NA 2%
Dental
¢ Delia Dentat PPO 97%
= DeltaCare HMO 3% ]

Family Composition: 55% of employees will elect spouse coverage in a medical plan at
retivement. 65% of cinployees will elect sponse coverage in a dental plan at retirement.

Dependent Age: For current active employees, males are assumed to be 3 years older than
female spouses. For current vetirees, actual spouse date of bivth was used.

Married Percentage: 100% of employees are assumed to be married.

{ HERON 2



CITY OF SAN JOSK
JUNE 30, 2010 O'PHER POSTEMPLOYMENT BENEFITS

APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

10, Administrative Expenses: Included in the average monthly premiums.

Changes Sinee Last Valuation

The assumption for the expected rate of return on plan investments was changed from 7.75% to
7.95%. The payroll growth assumption was changed from 3.83% to 3.90%.

{HEIRON
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CITY Q1" SAN JOSE
JUNL 30, 2010 OVHER POSTEMPLOYMENT BENEFTTS

. APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

Claim and Expense Assumptions:

1. Average Annual Claims and Expense Assumptions: Tie following claim and expense
assumptions are applicable to the 12-month period beginning July 1, 2010 and ave based on
the preminins in effeet on the valuation date. Subsequent years’ costs are based on the
trended first year cost adjusted with trends listed above. '

Actives Employees:

Mediczl

40 $3.216 $5,724
45 4,032 6,060
II 50 5340 7,188
55 7,020 8,568
60 9,120 10224
64 11,784 12,624
65 5,148 5,484
70 6,036 6,060
75 6,756 6,528
80 7,176 6,744
85 7272 6,672

Cuirent Retirees:

Kaiser- Male . Kaiser - Female
Age Biended  Age-Based  Implicit Blended Age-Based  Tmplicit
e P Cost  Subsidy | Premium  Cost Subsidy |

43 5,809 3,873 (1,936) 5,809 5,820 1
50 5,809 5,130 (679 5809 6,903 1,094
55 5,809 6,741 932 5,809 8,226 2,417
a4 5,809 11,317 5,508 5,800 12,133 0,324
63 5,157 4,616 (341) . 5157 4,923 (234)
70 5,157 5,420 263 5,157 5436 279
75 - 5,157 6,061 903 5,157 5,862 704
80 5,157 6,439 1,282 5,157 6,051 893

T T Al P e ok Al L Ayl Ao el YRR Ao S A L P P AP\ .
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CITY OF SANJOSIE

JUNE 30, 2010 QTHER POSTEMPLOYMENT BENEYITS:

ATPPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

) HMO - Male HMO - Female
Age RBlended  Age-Based — Imiplicit Blended  Age-Based  lmplicit
I Premium Cost Subsidy | Premium Cost Subsidy
45 0,482 4,285 (2,197) 0,482 6,439 (43)
50 6,482 5,675 (807) 6,482 7,637 1,155
55 6,482 7,458 975 0,482 9,101 2,619
64 6,482 12,521 6,038 6,482 13,424 6,941
03 4,950 4,825 (124) 4,950 5,146 197
70 4,950 3,660 716 4,950 5,683 733
75 4,950 6,335 1,386 4950 6,127 1,178
80 4,950 6,731 YL 4,950 0,325 1,375
: PPO - Maic PPO - Femaie
Age Blended  Age-Based  Implicit Biended  Age-Based  Implicit
Premium Cost Subsidy Preminm Cost Subsidy
45 9,000 4,703 (4,297) 9,000 7,067 (1,933)
50 9,000 6,229 (,771) 9,000 8,382 (618)
35 9,000 8,185 (815) 9,000 9,989 . 988
64 9,000 13,742 4,742 5,000 - 14,733 5,733
65 0,994 5,905 (1,089) | 6,994 6,298 (6%6)
70 6,994 6,934 (01) 6,994 6,955 40y
75 0,994 7,753 739 6,994 7,499 505
80 6,994 8,238 1,243 6,994 7,740 746
- POS - Male POS - Femate
Age Blended  Age-Based — Implcit Blended = Age-Based  lmplicit
Premivim Cost Subsidy Premium Cost  Subsidy |
45 9,000 5,388 (3,612 9,000 8,097 (503)
50 9,000 7,136 (1,864) 9,000 9,603 602
55 9,000 9,377 377 9,600 11,444 2,443
L 64 ) 9,000 15,744 6,743 - 9,600 {6,879 7,879
Secure Horizons - Male Secure Horizons - Femnle
Age Blended  Age-Based = Implicit Blended  Age-Based  Implickt
Premium _Cost Subsidy | Premium Cost Subsidy
065 5,335 4,235 (1,100) 5,335 4,510 (818)
| 70 5,335 4,972 (362) 5,335 4,987 (348)
75 5,335 5,560 225 3,335 5,377 43
80 | 5,335 5,907 373 5,335 5,551 216 |
25
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CITY OF 5AN JOSE
JUNE 30, 2630 OTHER POSTEMPLOYNMENT BENEFITS

APPENINX A
PARTICIPANT DATA, ASSUMPTIONS AND METHRODS

- Paa;'ica e - M_al“::m . o Pacificare - F;:;Ie T
Age Blenden! Ape-Based Implicit Blended Age-Based Tsnpilicit
Premium Cost Subsidy | Premium Cost  Subsidy |

65 _ 4,746 3,950 {795) 4,746 4,213 (532)
70 4,746 4,630 (107 4,746 4,653 (93)
75 4,746 5,187 441 4,746 5,017 271
il 80 4,746 5,511 765 4,746 5,178 - 433 1
l::j Dental T 7
" Plan Mounthdy Premium
{every age)
Delia Dentat PPO 3669
DeltaCare HMO : 300

2.

3,

b

;:

b

8.

Medicare Part D Subsidy: Per GASB guidance, the Part D Subsidy has not been reflected
inthis valuation. '

Medicare Part B Promjums: Assumed that Medicare eligible retirces pay the Medicare
Part B premiums.

Medicare Eligibility: Age 05

Annual Limits: Assumed 1o increase at the same rate as trend.
. Lifetime Maxinmms: Are not assumed to have any financial impact.
Geogmphy: Implicitly assumed to remain the same as eurrent retirees.

Retiree Contributions:

Current retivees pay the difference between the actual premium for the elected plan and the
Kaiser rate.

Future retitees are assumed to pay the following rates:

] Retiree Spouse

W Pre-Medicare 5372 $717
Medicare Eligibie 498 | 0 |
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. CITY OF BAN JOSE
JUNE 30, 2080 OTHER POSTEMPLOYMENT BENEFITS

APPENDIX A
PARTICIPANT DATA, ASSUMPTIONS AND METHODS

Methddology:

The Ertry Apge Normal actuarial funding method was used for active employees, whereby the
normal cost is computed as the fevel annual percentage of pay required to fund the
postemployment benefits between each member’s date of hire and assuined retirement. The
actuarial liability is the difference belween the present valie of future benefits and the present
value of future normal cost. ‘The anfunded actuarial lability is the difference belween the
actuarial liability and the actuariai value of assels.

The claims costs are based on the fully insured premiums charged to the City for the active and
retivee population. ' : :

Changes Since Last Valuation:

We modified the claim costs to reflect curcent retivee plan election experignce.

We modificd the trends to reflect carrent experience and our cxpeclation for the future. We
anticipatoe that the healthcare trends for the following years will be higher because of anticipated
increases due 1o healtheare reform legisiation, followed by trends decreasing to the lower

ullimate (rend level,

We did not make any adjustments for the Patient Protection and Affordable Care Act of 2010 or
related legislation or reguiations, except in reference 10 our ndustty trend assumptions.
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CITY UF SAN JOSE
JUNT 30, 2010 QTHER POSTEMPLOYMENT BENEFITS

APPENDIX I3
SUBSTANTIVE PLAN PROVISIONS

Summary of Key Substantive Plan Provisions:

Eligibility:

Medical: .

Dental:

Employees who retire (include deferred vested members) at age 55 with 15 years
of service, nr with a4 monthly pension equal to at least 37.5% of final
compensation, are eligible to elect medical coverage upan retircment,

Employees who become disabled with at least 15 yewrs of service or have a
monthly pension equal to at least 37.5% of final compensation are eligible tn elect
nicdical coverage vpon retirement.

Spouses or domestic partners of retired members are allowed tn participate if they
were envolled in the City’s medical plan at the tiine of the member’s vetitement,
Dependent children are eligible to receive coverage until the age of 19 (24 ifa
futll-time student).

Surviving spouses / domestic pariners / children of deceased members are eligible
for coverage if the following conditions are met;
1. the employee has 15 years of service at time of death or is entitled 10 2
monthly peasion of at least 37.5% of final compensation; and
2. both the member and the survivors were enrolled in the active medical
plan imimediately before death; and
3. the survivor will receive a mnnthly pension bencfit,

Einployees who retire or become disabled directly from Ciy service with at least
5 years of service or with a monthly pension equal to at least 37.5% of final
compensation, and are enrolled in a Cily dental plan at retirement arc eligibie to
clect dental coverage upon retivement. Spouses, domestic parthers, or children of
retited members are allowed to participate if they were enrolied in the City's
dental plan al the time of the member’s retirement.

Surviving spouses / donestic partners / children of deceased members ave eligible
for coverage if the following conditions are met:
t. the employee has 5 years of service al iime of death or is eatitled t0 a
monthly pension of at least 37.5% of final compensation; and
2. both the member and the survivors were envolled in the active dental plan
immedzately before death; and '
3. the survivor will receive a monihly penston benehit.
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SUBSTANTIVE PLAN FMROVISIONS

Benefits for Retirees:

CIYY OF SAN JOST
JUNT 30, 2010 OTHER POSTEMPLOYMENTE BENEFITS

APPENDIX B

Medical; The Retirement System, through the medical bencfit account, pays 100% of the
premium for the lowest cost health plan available to active City employees. The
meraber pays the difference if another plan is elected.

Effective January 1, 2010, the lowest cost“health plan is the Kaiser plan. The
single coverage amount is $484.06 per month, and the family coverage amount is
$1,205.20 per month. These amounts are not adjusted once a retiree is eligible for

Medicare.

Dental: The Retirement System, through the medieal benefit account, pays 100% of the
dental insurance premiuszs.

Premiums: Monthly premiums before adjustments foy 2010 are as follows.

Medical :
Non-Medicare Monthly Rates

Cost Sharing Provisions;

% Increase

Monthly Premiums for 2010 . ! :

Single % Increase  Family

Kaiser — Traditional (CA) $484.06 9.0%  $1,205.20 9.0%
Blite Shield HMO 540.20 9.9% 1,387.72 9.9%
Btlue Shield PPO or POS 750.02 11.9% t,927.48 11.9%
Medicare Monthly Rates
Kaiser ~ Senior Advantage $429.78 3.7% $859.56 3.7%
Secure Horizons 444 .55 10.5% 839.10 10.5%
Blue Shield Medicare PPO 582.86 11.9% ,165.72 11.9%
Blue Shield Medicare MO 412.46 9.9% 824.92 9.9%
Pacificare Senior Supplement 395.48 4.4% 790.96 4.4%
Dental :
Deita Dental PPO $111.48 18.0% $111.48 18.0%
| DeltaCare HMO 49.98 02)% 4998  (0.9%%

It is assumed for the purpoese of this valuation that the City of San Jose will in the future maintain
a consistent level of cost sharing for benefits with the retirees, This may be achicved by

adjusting beaefit provisions, contributions or both,

{rkon
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1.

CITY OF SAN JOSE
JULY 1, 2000 POSTRETIREMENT HEAL'TH YALUATION

APPENDIX C
GLOSSARY OF TERMS

Actuarial Assumptions

Assumptions as to the oceurrence of future events affecting pension costs, such as: mottality,
withdrawal, and retirement; changes in comgensation; rates of investment earnings, and asset
appreciation or depreciation; procedures used to detetinine the actuanial value of assets; and
other relevant items.

Actunarial Cost Methiod
A procedure for determining the actuarial present value of pension plan benefits and
expenses and for developing an aliocation of such value to each year of service, usually in

. the form of a normal cost and an actnarial liability.

Actuarial Gain (Loss)

A measure of the difference between actual experience and that expecied based upon a set of
actuarial assumptions during the period between two actuarial valuation dates, ag detetmined
in accordance with a particular actuatial cost method.

Actuarial Liability

The portion of the actuarial prcsent value of projected bencfits which will not be paid by
future nonmal costs. It represents the value of the past normal costs with intosest to the
valuation date. '

Actuarial Present Value (Present Value)

The value as of a given date of a future amonnt or series of payments. The actuarial present
value discounts the payments 1o the given dale af the assumed investxent return and includes
the probability oFthe paymeai being made. As a simple example: assume you owe $100 40 a
friend one year from now. Also, assume there is a 1% probability of your friend dying over
the next vear, in which case you wonr’t be obligated to pay him. If the assumed Investment
veturn is 10%, the actuarial present value is:

Probability 1
Amount of Payment  ({+Discount Rate)
$100 X (1-.01) H1+.1) = $90

Actuarial Valuation :
The determination, as of a specified date, of the normal cost, actuarial lability, actuarial
value of assets, and related actuarial present values for a pension plan.

Actuarial Vahie of Asscls

The value of cash, mvestments and other property belonging to a pension plan as used by the
acluary for the purpose of an actuariaf valuation. The purpose.of an actuarial value of assets
is to smooth out fluctuations in market vaiues. This way long-term costs are not distorted by
short-ferm fluetuations in the market.,

{Emon | .



CITY OF SAN JOSE
JULY 1, 2040 POSTRETIREMENT HEALTH VALUATION

APPENDIX C
GLOSSARY OF TERMS

8. Amoriization Payment :
The portion of the pension plan contribution which is designed to pay interest and principal
on the unfunded actuarial Jiability in order to pay for that liability in a given number of years.

9. Projecied Unit Credit Actuarial Cost Methad
A method under which the actuarial present value of the projected benefits of each individual
included in an actuarial valuation accerued from the date of entry into the plan to the date of
the valuation.

1. Normal Cost
‘That portion of the actuarial present value of pension plan benefits and expenses which is
allocated 1o a valuation year by the actuarial cost method.

11, Unfunded Acinarial Liability
The excess of the actuarial Hability over the actuarial value of assets,

12. Funded Percentage
- The ratio of the actuarial labilities 1o fhe actuarial value of assels.

13. Mortality Table |
A set of percentages which estimate the probability of death at a particular point in time.
Typically, the rafes are annual and based on age and sex.

14, Driscount Rate
The assumed interest rate used for converting projecting dollar related values to a prescnt
value as of the valuation date.

15, Medical Trend

The assumed increase in dollsr related values in the huture due to the incresse in the cost of
health care.

L HERON 31



CITY OF SAN JOSI
JULY L 2010 POSTRETIREMENT HEALYH VALUATION

APPENDIX D
LIST OF ABBREVIATIONS

Actuarial Accrued Liability (AAL)
Actuarial Valuation Report (AVR)
Annual Reguired Contribution (ARC)
Coaordination of Benefits (COB)
Deductible and Coinsurance (DC)
Deferved Rotirement Option Plan (DROP)
. Purable Medical Equipment (DME)
Employee Assistance Program (EAP)

Enployee Benefits Division (EBD)

liscal ¥Year Ending (FYE)

Governmental Accounting Standards Board (GASR)
Flospital Emergency Room (ER)
In-Network (INN)

Inpatient (1P)

Medicare Eligible (ME)

Net Other Postemployinent Bencfit (NOO)
Non-Medicare Eligible (NME)

Not Applicable (NA)
-Office Visit (0OV)

Other Postemployment Bencfit (OPEB)
Out-of-Network (OON)

Qut-of-Pocket (GOP)

Outpatient (OP)

Pay-as-you-go (PAYGo)

Per Person Por Month (PPPM)

Pharmacy (Rx)

Preferred Provider Organization (PPO)
Primary Care Physician (PCP)

Specialist Care Provider (SCP)

Summary Plan Deseription (SPD)
Unfunded Actuarial Acerued Liability (UAAL)
Unfunded Actuarial Liability (LAL)
Urgent Care (UC)

{"Humon
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COUNCH. AGENDA: 01/24/06

CITY OF % o ITEM: ,}r)
SAN JOSE Memorandum

CAPTAL OF SHITON YALLEY
TO: HONORABLE MAYOR AND FROM: Alex Gurza
CITY COUNCIL
SUBJECT: See Below - DATE: January 12, 2006

Appraved Ef; B ‘é/w Date P //3 /m}
Vv

SUBJECT: PROPOSED ORDINANCE TO IMPLEMENT A FLAT 3% COST-OF-
LIVING ADJUSTMENT (COLA) FOR MEMBERS QF THE FEDERATED

RETIREMENT SYSTEM

RECOMMENDATION

Approval of an ordinance amending Chapter 3.44 of Title 3 of the San Jose Municipal
Code by adding Section 3.44.160 ta provide a flat 3% Cost-of-Living Adjustment
effective Aprii 1, 2006, for persons retired from the Federated City Employees
Retirement System and for survivors of members or retirees.

BACKGROUND

Currently, the Federated Retirement System provides an annual adjustment in
retirement benefits equal to the increase in the Consumer Price Index (CP1), up 1o 3%,
If the CPi grows by more than 3%, the portion in excess of 3% is "banked” and is
applied in years. when the CP{ grows by less than 3%. For example, if the CPi
increases by 5%, retirees receive a 3% COLA and 2% is "banked” to be used in years
when the CPi is less than 3%.

Prior to February 1, 2002, the Police and Fire Department Retirement Plan had the

same COLA benefits as the Federaled Retirement System. Effective February 1, 2002,

the COLA benefits in the Police and Fire Department Retirement Plan were changed to

~ aflat 3% COLA. The change resulied in a 3% COLA every year, regardless of the
actual change in the CPi and the “banking” feature was eliminated.

Bargaining units representing employees receiving benefits from the Federated
Retirement Syslem initiated discussions regarding the implementation of a flat 3% Casl-
of-Living Adjustment (COLA) for empioyees who were to refire from the Federated Cily
Employees Retirement System and for survivors of members or retirees.
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January 12, 2006

Subject: Fiat 3% Cost-of-Living Adjustment (COLA)
Page 203

ANALYSIS

In October 2004, the City Administration and the bargaining unit representatives
requested that the Federated Retirement Board's actuary study the cost impact of
implementing a flat 3% Cost-of-Living Adjusiment, including any impact to the City's
contribution rale to the retirement system, any impact to the employee contribution rate
1o the retirement system, and any impac! to the unfunded accrued liability.

In December 2004, the Board's actuary, Mr. Norman 3. Losk from Gabriel, Roeder,
Srith & Company, issued a response indicating that a benefit enhancement of a fiat 3%
Cost-of-Living increase would have no impact on the contribution requirement
developed in the acluarial valuation as of June 30, 2003. Because Mr. Losk did not
comment on any potential impact to the unfunded accrued liability {positively or
negatively) by changing the benefil from a COLA adjustment thal is based upon the CPI
{with the banking feature) to a fixed 3% COLA regardiess of the actual CP1, in March
2005, the City Administration requested further clarification from Mr. Losk. In April
2005, Mr. Losk issued a letter confirming his opinion that this change will have minimat
impact on the actuarial accrued liabilities of the system and the actuariaily calculaled
contribution rates for the system.

However, in the event the Board’s actuary delermines that there is an increased cost
resulting from the implementation of the change to a flat 3% Cosl-of-Living adjusiment,
the bargaining units have agreed that such increased cost shall be paid by employees
through the employees’ coniribution rate. Aithough bargaining units negotiate benefits
only for current employees, the recommendation includes changing the COLA for
current relirees with the agreement from the bargaining units that the members wilt pay
for the entire cost of this change, if there is determined to bie any. '

On December 8, 2005, the Federaled Retirement Board reviewed and approved the

draft ordinance that would implement a flat 3% Cost-of-Living Adjustment effeclive April
1, 2006.

OUTCOMES

Not applicable.

PUBLIC CUTREACH

Not applicabie.
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Jenuary 12, 2006

Subject: Fiat 3% Costof-Living Adjustment (COLA}
Page 3of 3

COORDINATION.

This memorandum was coordinated with the Department of Retirement Services and
the City Attorney's Office. The recommendation is a resuit of discussions with the
bargaining units representing employees in the Federated Retirement System. The
draft ordinance was reviewed by the Federated Retirement Board at its meeting on
December 8, 2005.

COST IMPLICATIONS

There is no increased direct cost to the City for this benefit enhancement. in the event
the Board's actuary determines that there is an increased cost to implement the change
to a flat 3% Cost-of-Living adjusiment, such increased cosl will be paid for by the
members of the Federaled Retiremeni System as part of the employees’ contribution
rate.

Alex Gurza
Director of Employee Relations
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Historical Values of Inflation (Consumer Price Index - CPI}

Consumer Price Index -

Consumer Price Index - Urban Wage Earners
All Urban Consumers Annual Cumulative and Clerica! Workers Annual  Cumulative

Year {January of Year) Change Change {January of Year)} Change Change
1975 52.30 52.60

1976 55.80 6.7% 8.7% 56.20 6.8% 6.8%
1977 58.70 52% 12.2% 59.10 5.2% 12.4%
1978 62.70 6.8% 19.9% 63.00 6.6% 19.8%
1979 £8.50 . 9.3% 31.0% 68.80 C8.2% 30.8%
1980 78.00 13.9% 49.1% 78,50 14.1% 49,2%
1981 87.20 11.8% 86.7% 87.70 11.7% 66.7%
1982 94.40 8.3% 80.5% 94.80 8.1% 80.2%
1983 97.20 3.7% 87.2% 98.20 3.6% 86.7%
1984 102.10 4.3% 95.2% 101.80 3.7% 93.5%
1985 105,70 3.5% 102.1% 105.20 - 3.3% 100.0%
1986 109.90 4.0% 110.1% 109,10 3.7% 107.4%
1987 111.40 1.4% 113.0% 110.20 1.0% 109.5%
1988 116.00 4.1% 121.8% 114,70 4.1% 118.1%
1989 - 121.20 4.5% 131.7% 119.60 4.5% 127.9%
1990 127.50 5.2% 143.8% 126.10 5.2% 139.7%
1991 134.70 5.6% 157.6% 132.90 5.4% 152.7%
1992 138.30 2.7% 164.4% 136.20 2.5% 158.9%
1993 142.80 3.3% 173.0% 140.50 3.2% 167.1%
1994 146.30 2.5% 179.7% 143.80 2.3% 173.4%
1995 150.50 2.9% 187.8% 148.00 2.9% 181.4%
1996 164,70 2.8% 195.8% 152.00 2.7% 189.0%
1997 169.40 3.0% 204.8% 156.60 3.0% 197.7%
1998 162.00 1.6% 209.8% 1568.80 1.4% 201.9%
1999 164.70 1.7% 214.9% 161.40 1.6% 206.8%
2000 169.30 2.8% 223.7% 166.00 _ 2.9% 215.68%
2001 175.60 3.7% 235.8% 172.20 3.7% 227.4%
2002 177.7 1.2% 239.8% 173.7 0.9% 230.2%
2003 182.6 2.8% 249.1% 1786 2.8% 239.5%
2004 186.3 2.0% 256.2% 181.9 1.8% 245.8%
2005 191.8 2.8% 266.3% 187.2 2.9% 255.9%
2006 199.3 4.0% 281.1% - 1951 4.2% 270.9%
2007 203.437 2.1% 289.0% 168.643 1.8% 2776%
2008 212,174 4.3% 305.7% 207.931 4.7% 205.3%
2009 211.952 -0.1% 305.3% 206.505 -0.7% 292 6%
2010 217.478 2.6% 315.8% . 213.443 3.4% 305.8%
2011 221.067 1.7% 322.7% 217.328 1.8% 313.2%
2012 227.605 3.0% 335.2% 224 251 3.2% 326.3%
2013 231.198 1.6% 342.1% 227.533 1.5% 3326%

Average 4.03% 3.97%

US City Average, All [tems, Seasonally Adjusted Figures
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- Board Chair Letter

CITY O m
SAN JOSE Department of Retirement Services

CAPITAL OF SILICON VALLEY FEDERATEN CITY EMPLOYEES RETIREMENT S¥5TEM
POLICE ANE THRE DEPAIUTMENT RETIREMENT PLAN

November 2B, 2012

The Honorable Mayor and City Council

Members of the Federated City Employees’ Retirement System
City of San Jos¢

San José, California

Dear Mayor, Council Members, and System Members:

On behall of the mrmbers of the Board of Administration, I am pleased to present the Tederated City
Employees’ Retirement System’s (System) Comprehensive Anmual Financial Repont (CAFR) for the fiscal year
ended june 30, 2012,

The System earned a time-weighted gross of investment fees rate of return of -3.0% and net of investment
fees rate of return of -3.2% on investments for the fiscal year, compared 1o a -2.3% return for its policy
benchmark and a 1.1% rewrn for the Master Trust Public Funds Median. Addirtionally, the System earned

a time-weighted gross ol investment fees rate of return of 9.6% and 1.2% for the three-year and five-vear
periods ending June 30, 2012, respectively, while the Master Trust Public Funds Median earned a time-
weighted ratr of return of 11.9% and 1.9% for the same periods. In contrast, the net rate of return assumed
by the System’s actuary is 7.50%. The net asset value of the System decreased from $1 B936,072,000 to
$1,787.047,000 net of pending purchases and sales (see 1he Financial Section beginning on page 19). The net
decrease in System net assets for liscal year 2011-2012 was $109,025 000.

At the beginning of the hiscal year 2011-2012, much ol the Systrm’s assets were invesied in index funds
and optimized portfolios designed to earn index returns. During the fourth quarter of calendar year 2011,
the Board adopted a new asset allocation in response to 1he results of an assei-liability study. The Trustees
continued implementation of the ntew asset allocation during the year, which aims 1o better position the
System for potential fuiure marker environments.

A major focus for 1he Board during the fiscal year 2011-2012 was the implementation of the governance

structure. The Board hired a governance consultant to develop policies and charters relaiing to roles and
responsibilities of the Beard and staff, staffing structure, strategic planning, education and training, and
comnmnications protocol. -

In May 2012, the Director of Retirement Services, Russell Crosby, announced his intentions te retire. The
Trustees conveyed Lheir appreciation for Mr. Croshy's leadership and management of the Sysiem during a
time when significant beneficial changes were realized. Following Mr. Crosby's retirement in Septrmber
2012, the Chief Operations Officer, Donna Busse, was appointed as the Acting Direcior 10 lead the
Retirement Services Department.

Ms. Busse has over sixteen years of experience with the City and brings a wealth of knowledge aeross all
groups of the Department. The System alse saw the deparwure of its Chiel Investment Olficer (C10), Carmen
Racy-Choy, in July 2012

The Board has engaged an executive reeruiting lirm to search for 2 Director and a C10, as well as four
Investment Officers, and is working closely in a collaborative process with the City and the Board of
Administration for the Police & Fire Department Retirement Plan 1o select highly qualified candidaies o fill

1737 M. First SL Suite 580, San Jose, CA 95112-4504  ref (408) 794-1008  fuox (408) 392-6732  www sjretirement.coni
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these key leadership positions.

During the fiscal year, the Board hived Albourne America LLC w provide absolute return asset class
consulting as well as Rusself Investments to provide policy overlay service on the System’s assets in order 1o
recuce the unintended risk of asset allocation drift. In addition, the Board sold its sole individually owned
real estate property with the assistance of American Realty Advisors. The Board also hired Reed Smith LLP
as the System's general and investment counsel, Tee Miller ELP as the System's tax counsel, and Saltzman
and Johnson Law Corporation (o provide domestic relations order services.

The Board believes that the professional services rendered by the stafl, the auditors, investment counselors,
the actuarial consultants, and the Systemn’s performance evaliators have produeer a sound fund capahble of
contimied growth, The Board of Administration and its stafl are available ra provide additiona! information
when requested.

Sincerely,

Matt Loesch, Chairman
Board of Administration

Compneiensive Aorwal Fi 01 1-2012 San jose F raned ¢ yEmpioyeés" Hetirerneol System
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Letter of Transmittal

SAN JOSE

Department of Retirement Services

CAPFTAL OF SILICON VALLTY

November 28, 20012

Board ol Admipistration

Fedevated City Employees’ Retirement System
1737 North First Street, Suite 580

San Jose, CA 95112

Dear Trustees:

I am pleased to presert the Comprehensive Anwual
Financial Report {CAFR]} of the Federated City
Employees' Retirement System (System) for the
fiscal year ended June 30, 2012. Responsibility

lor both the accuracy ol the data, and the
completeness and lairness of the preseruation,
rests with the Systern’s management. This CAFR
was prepared to conform to the principles of
governmertal accounting and reporting set forth
by the Governmemntal Accounting Standards Board,
Transactions of the Systers are reported on the
accrual basis of accounting. For an overview and
analysis of the financial activities of the System for
the fiscal years ended June 30, 2011 and 2012 refer
to the Management's Discussion and Analysis on
page 22,

Macias Gini & ’Connell LLP, the System’s
independent auditor, has audited the accompanying
financial statements. Management believes

internal control is adequate and the accompanying
statemenits, schedules, and 1ables are Tairly
presented and free from material misstatement.
Sufficient internal controls over financial reporting
exist to provide reasonable assurance regarding the
salekeeping ol assets and laty presentation of the
(inancial statements and supporting schedules.

The financial audit provides reasonable assurance
that the Systein’s inancial statements are presented
in eonformity with generally accepted accounting
principles and are Tree of material misstatements.
The System recognizes that cven sound and well-
designed internal controls have their inheren

FEDERATED CITY EMPLOYEEY RETIREMENT SYSTEM
POLICE ANE FHIZE DEPARTMENT HRETHLEMENT PLAN

limitations i that errors may still occur as a result
of factors such as carclessness, faulty judgment,
communication breakdowns, and/or thar internal
controls can be elreumvented by internal or
external collision. The System conuinuousty
reviews internal controls Lo ensure that the System’s
operating policies and procedures are being
adhered to and that the controls are adequate 1o
ensure accurate and reliable Anancial reporting and
1o safeguard the System’s assets.

Information contained in this repoit is designed
10 provide a complete and accurate financial
review of the year’s operations. 1 am proud (o
report that the Government Finance Officers
Association of the United States and Canada
(GFOA) awarded a Certificate of Achievement for
Excellence in Finaneial Reporting to the System lor
its CAFR lor the fiscal year ended June 30, 2011,
The Certificate of Achievement is a prestigious
national award recognizing conformance with

the highest standards for preparation of state and
Incal government finanicial reports. This report
must satisly both generally accepted accounting
prineiples and applicable legal requirements. We
believe our current report cottinues to conform

to the Certilicate ol Achievement Program
Requirements and stalf will submit it to the GFOA
to determine its eligibility for another cevtificate
for the fiscal year ended June 30, 2012, The System
also received the Public Pension Standards Award
in recogpition of meeting professional standards
for pian design and administration by the Public
Pension Coordinating Council.

| encourage you Lo teview this report carelully,
Trust that you and the members of the System
will find this CAFR helpful in understanding
the System.

Funding

The System's funding for both its defined benefit
pension plan and its defined benefit other
postemployment healthcare (OPEB) plan is to meet
long-term henefit obligations through contributions

1737 N. First 51. Suite 580, San Jose, CA 95112.4504

tel (A08) 794-1000  fax (408) 392.6732

www.Sjretirement com
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and tvestiment income. As of Jone 30, 2011, the
funding ratio of the defned benefit pension plan
was 65% and for the defined beneht OPEB plan was
12% based on the actuarial value of assets.

Frr the valuation of pension and OPEB benefits,

the zctuarial assumption lor the net rate of return

to he earnerl by the System is currenily 7.30% and
£.10%, respectively. The impact of the difference
herween the acteal net rate of return earned by

the Systern and the 7.50% and 6.10% assumptions
will result in deferred investment losses that will

be reflecterl in the pension and OPEB, respectively,
unfunded liabilities in mext year's CAFR. The net
decrease in System asscts for iscal year 2011-2012
was $109,025,000. Desails of the components of this
decrease are included in the Statement of Changes
in Plan Net Assets on page 34. The defined benef
pension plan’s funding progress is presenied on
page 55 and the delined hencht OPEB plan's funding
progress is presented on page 56.

Financial and Economic Summary

The 2011-2012 fiscal year began with heightened
market volatility and risk aversion affecting the
markets, due in part to a renewed locus on the
faltertng global economy and soveretgn debt issues

" in the Eurozone. The third quarter of calendar

year 2011 was the worst guarier for equities since
2008 despite efforts by policymakers, including

the announcement of the U.5. Federal Reserve’s
“Operation Twist” and an expansion of the European
Financial Stability Facility. During the fourth
quarter of calendlar year 2011, investors returned

1o risky assets due partly to improved economic
data and hopes of a resolution 1o the snvereign debt
tssues in the Eurozone. Investor oprimism persisied
during the first few months of calendar year 2012,
as global equity markets seared and U.5. siocks
experienced their best quarter since 1998. However,
2 number of near-term issues remained unresalved,
including savercign debt issues in Curope, the
potenitial for « “hard landing” in China, and a stalled
recovery in the U.S. economy,

Fiscal year 2013 promises continued vidatility in
the markets and, while the System is diversified

in a way that provides the best possible chanee for
arhieving long-term returns 1o meet its obligations
and objeetives, it is of critical inportance that the
Sysiem continues to focus on low volarility and
stability of returns going frward.

[nvestment Summary

The Boarrl of Administration has exclusive contrnt
ol alt investments nf the System and is responsible
for the establishinent of investment objectives,
strategies, and policies. Mernbers of the Board

serve in a fiduciavy capacity and must discharge
their duties with respect 1o the System and the
investment portfolio solely in the interest of, and

for the exclusive purposes of providing benefiis to,
members of the System and defraying the reasonable
cost of adminisiration.

QOver the past fiscal year, the System's gross of fees
rate of return was -3.0% and net of mvestment

fees vate of return was -3.2%, while the policy
benchmark veturned -2.3% andd the Master Trust
Public Funds Median rejurned 1.1%. Additionally,
the Systerm's gross of fees rate of return was 9.6%
and 1.2% for the threeyear and five-year periods
ending June 30, 2012 respeciively, while the Master
Trust Public Funds Merlian was 11.9% and 1.9% for
the same periods. The net asset value of the System
decreased from $1,896,072,000 to $1,787.047,000,
net of pending purchases and sales (see the
Financial Section beginning on page 19).

At the beginning of the fiscal year 2011-2012, much
of the Systern's assets were invested in index funds
and optimized portfolios designed to earn inrlex
returns. During the fourth quarter nf calendar year
2011, the Board adopted a new asset allocation in
response 16 the results of an asset-Eability study.
During the fiscal year, the Trustees continued
impiementation of the new asset allocation, which
aims 1o betler position the System for priential
mture market volarility.

Major [nitiatives

In May 2012, 1he Director of Retirement Services,
Russell Croshy, announced his intentions to retire.
The Trustees conveyed their appreciation for

Mz, Crashy's leadership and management of the
System. Under Mr. Croshy’s leadership, the System
was named Mid-Sized Public Pension Plan nf the
Year in 2009 for dramatic changes implemented
ina Complex elvitonment Wl[h WO SCPEI'EI.LE
pension plans and multiple consultants and money
managers. Mr. Croshy was also instrumenial in the
City of San Jose's governance study that resulted in
the seating of four publie 1rusiees independent of
the City o the Board.

Comprehensive Annual Financial Report 211.2012  %an José Federated City Employees’ Retirement System
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The Sysiem alsv saw the departure of its Chief
Investment Officer (C10}, Carmen Racy-Choy,

who resigned in July 2012. Ms. Racy-Choy was
instrumental in the implementation ol policy overtay
on the Plan’s assets and transitioning the assets from
active management o optimized portfolios designed
1 earn index retwins. The Board has engaged an
executive recruiting fivim o search lor a Divector and
a C10, as well as lour Investment Officevs,

During the fiscal year 2011-2012, the Trustees
continued implementation of the governance
structure by hiring a governance consultant to
develop policies and procedures relating to roles
and responsibilities of the Board and staff, stalfing
structure, strategic planning, edueation and
training, and conununications protocol.

In July 2011, a new Internal Revenue Code Section
115 trust was established by the San Jose City
Council to provide an alternative 10 the existing
401(h} account within the pension fund for retiree
healthcare benefits funding. The City Ordinance
required the healthcare trust initially be invested in
liquid asset classes according o the pension rust
investiment policy statement until a separate policy
is developed, which is expected 1o be completed
during fiseal year 2013.

During the fiscal year, the Board hired Alhourne
America LLC 10 provide absolute return asset

class eonsuliing as well as Russell livesiments

ro provide policy gverlay service on the System's
assets in order to reduce the unintended risk of
asset alloeation drift. 1n addition, the Bravd sold its
sole individually owned real estate property with
the assistance of American Realty Advisors. The
Board also hired Reed Smith LLP as the System’s
peneral and investment counsel, Ice Milley LLP as
the System’s tax counsel, and Saltzman and Johnson
Law Corporation to provide domestic velations
orcler services.

The Retirement Services staff participated in the
Vision and Life Insurance Provider selection for
the City of San Jose in conjunction with the City's
Human Resources and Laber Groups. A mid-year
special open enrolbnent was conducted for retivees
w select a vision provider due 1o the expiration of
the current provider's contract. the special open
envollment allowed retirees the opponunity 1o
enrnll or change their Personal Accident lnsurance
policy. Over 5,000 letiers were mailed out and close
to 2,000 docurments were received,

ALY
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The agreements between the City and certain
bargaining groups stipulated that employees

be not allowed 10 have dual coverage under the
medical and dental coverage with City retirees.
Retivement Services assisted in identifying aflected
ernployees and in providing clarification of the San
Juse Municipal Code provisions as it pertained to
survivorship henefits. As a not-fnr-profit health
plan commitied 1o provide access w high quality
care at an affordable price, Blue Shield of Calilornia
pledged to limit their annual net incorme 10 2%

of revenue collected and give back any excess to

its customers siarting with their 2010 revenues.
Retirement Services received a total of $1.6 mitlion
of which 17% was relunded o retirees. The retiree
participation durieg Open Enrollment continues to
increase, and in addition 1o the {ree llu shots, staff
organized bio-metric screenings for vetivees for the
duration of the Retiree Health Fair.

On June 5, 2012, the voters of San Jose enacied the
Sustzinable Retiremeet Benefits and Compensation
Act (Pension Act). The Pension Act amended

the City Charter to change benefits lor current
employees to establish different benefuts for new
ernplnyees and to place other limitations on benefits,

Conclusion

I would like o 1ake this opportunity 10 thank the
members of the System for their confidence in the
plan management during the past year. | alse want
1o express my thanks to the Board of Administratiem
for its dedicated eflort in supporting the stalf
through this past year, t thank the consultants and
staff far their commitment to the System and for
their diligent work o assure the System’s comnued
successiul operation.

Respectfully Submitted,

) b

Donna Busse
Acting Director
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Certificate of Achievement for Excellence
in Financial Reporting

Certificate of
Achievement
for Excellence
1n Financial
Reporting
Presented to

San Jose Federated City
Employees' Retirement System

California

For its Comprehensive Annual
Fisancial Report
for the Fiscal Year Ended
June 30, 2011

A Certificate of Achievement for Excellence in Financial
Reporting is presented by the Government Finance Officers
Association of the United States and Canada to
government units and public employee wlisement
sysiems whose comprehensive annual financial
reports (CAFRs}) achieve the highest
standards in government accounting
and financial reposting.

QE..A.CM

Bty .

Executive Ihrector
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Certificate of Megeting Professional e
Standards in Public Pensions

Public Pension Standards Award
For Funding and Administration
2011

Presented to

City of San Jose |
Federated City Employees’ Retirement System

In recognition of meeting professional standards for
plan funding and administration as
set forth in the Public Pension Standards.

Presented by the Public Pension Coordinating Council, a confederation of
Mational Association of State Retirement Administrators (NASRA)

National Conference on Public Employee Retirement Systems (NCPERS)
National Councif on Teacher Retiremeni (NCTR)

e 4

Alan H. Winkle
Frogram Adwministraior
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BOARD OF ADMINISTRATION

The Retirement System is admirustered by a seven-member Board of Adminisiration composed ol two City employees elected
by members of the system, a Retiree Representative, and three public members, who ave not connected with the City and have
signilicant banking or invesiment experience, and another public member selected by the six Board members and approved by
the City Councit. The Board is appointed by the City Council and serves in accordance with Section 2.08.300 ol the San Jose

Municipal Code

As of June 30, 2012, the members of the Board were as follows:

MATY LOESCH, CHAIR , CHAIR LARA DRUYAN, ¥ILE CHAA ARN ANDREWS, TRUSTEE
Emplayee Representolive tppuitled Public member appointed iy the Employes Representative appoiried
to the Bogrd in December 2007, Roard i December 2000, Hercurrant 1 the Board in December 2009,

HEs curtent term explres term éxpires December 37, 20id. His cusrent barm explies

Hovember 39, 2015, Kavember 30, 2003,

M&RTIH DIRKS, TRESTEE
Fublic nember appomled o the
Bowrd in March 2007, His current
rerim x pire s February 28, 275,

Lt

MICHAEL ARMSTRDNG, TRUSTEEE EDWARD F. DVERTON, TRUSTEE STUARY DDELL, TRUSTEE

Pubfic member oppointed tothe Retired Flon member qppointed i Publit memberappainted o the
Boord in Decembey 2010, His curvent fanuary 2009, His current term Boord in Becembe 2000, His current
term expires fecontber 31, 2014, expires Havember 30 2872, ferm expires November 30 2012

DEPARTMENT OF RETIREMENT SERVICES ADMINISTRATION

RUSSELL Y, CROSDY DOHNA DUSSE CARMEN RACY-CHOY
DIRECTOR OF RETIREMENT SERVICES DEPUTY DiRECTOR DEPUTY DIRECTOR
{Position vacant s of September 6, 3012 CHIEF DPERATIDNG OFFICER CHIEF SNYESTMENE DFFICER

{Position vacant asof July 3, 2042}
STANDING PUBLIC MEETINGS

Board Meetings: Third Thursday of the Month, 8:30 AM

Agendas for all public meetings are posted on the bulletin board at City
Hall and on the depariment’s wehsite at hup:/sjretirement.com/fed /meet-
ings/agendas.asp or they can be obtained from the retirement office at
1737 North Fivst Street, Suile 580, San Jose, CA 95112, Meeting times and
locations are subjeci to change; please eall our oflice at (308) 794-1000 for
eurrent information.

PETE CONSYANT,
NDN-YDTING BOARD MEMBER

OQUTSIDE CONSULTANTS

ACTUARY
Cheiron, Inc.
Encinitas, CA

GENERAL & FIDUCIARY COUNSEL
Reed Smith LLP
San Francisco, CA

INVESTMENT COUNSEL
Reed Smith LLP
Falls Church, VA

INVESTMENT CONSULTANTS

Albourne America LLC - Absolute Return
San Francisco, CA

Mekera Investment Group, Inc. - General

Consultant
Carlshad, CA

AUDITOR
Macias Gini & G'Connell LLP
Walnut Creek, CA

A list of Investment Professionals begins
on page 80 of the Investment Section of
this report.
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- «=~Independent Auditor’s Report e

Certified Public Accountants,

Board of Administration of the City of San José
Federated City Employees’ Retirement System ey
- ‘5an José, California

We have audited the accompanying statements of plan net assets of the City of San Jose Federated e
Employees’ Retirement System (System), a pension trust [und ol the City of San José, California, as of june
30, 2012 and 2011, and the related staiements of changes in plan net assets for the years then ended. These
financial staterents are the responsibility of the System’s management. Qur respousibility is 1o express an
opinion on these financial statements based on our audits.

We conducted our audits in aceordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits tontained in Government Auditing Siandards,
issued by the Compireller General of the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial stateme nts are {ree of matertal
misstatement. An audit includes consideration ol internal control over financial reporting as a basis for
deslgning audit procedures that are appropriate in the circumstances, but not for the purpose of expressing
an opinion on the eflectiveness of the System’s internal control over financial reporting, Aecordingly, we
express no such opinion. An audit also includes examining, on a test basis, evidence supporting the
arnouns and disclosures in the financial statements, assessing the accounting principles used and the
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion

As discussed in Note 2(a), the fmancial statemenis of the System are intended 10 present only the plan net
assets and changes in plan net assets of the System. They do not purport o, and do not, presen {airly the
fnancial position of the City ol San José, California, as of June 30, 2012 and 2011, and the changes in its
Ananeial position for the years then ended in conformity with accounting principles generally accepted in
the United States of America.

Tn our opinion, the financial statements referred to above present [airly, in all material respects, the plan net
assets of the System as of June 30, 2012 and 2011, and the ehanges in plan net assets for the years then
ended in conformity with accounting principles generally accepted in the United States of America,

As described in Note 5, based on the most recer actuanial valuation as of June 30, 2011, the Systers’s
independent actuaries determined that, at June 30, 2011, the value of the defined benefit pension plans
aetuarial accrued Hability exceeded the actuarial vatue of its assets by $982 million. The most recent
actuarial value of assets as of June 30, 2011 does not reflect the impaer of deferred investmeni losses of $28
million that will be recognized in future valuations. As described i Noie 6, based on the most recent
actuarial valuation as of June 30, 2011, the System’s independent actuaries determined that, at June 30,
2011, the value of the postemployment healthcare plan’s aciuarial accrued liability exceeded the acruarial
value of its assets by $1.0 billion.

In accordance with Government Auditing Standards, we have also tssued our report dated November 27,
2012 on out consideration of the Systems internal coniro] over fimancial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other mariers
for the year ended June 30, 2012. The pwpose of that report is to describe the scope of our testing of
interral contrel over hnancial reporting and comphiance and the results of that testing, and not to provide

B S S
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an opinion on internal control over financial reporting ov on compliance. That report is an integral part of
an audit performed in accordance with Government Auditing Standards and should be considered in
assessing the results of our audit.,

Accounting principles generally accepted in the United States of America require that management's
discussion and analysis and the Schedules of Funding Progress and Employer Contributions, as lissed in the
table of contents, be presented to supplement the hasic financial statements. Such information, although
not a part of the basic financial statements, is required by the Governmental Accounting Standards Board
who considers it to be an essential part of financial reporting for placing the hasic financial statements in an
appropriaie operational, economic, or historical comext. We have applied ceriain Hmited procedures to the
required supplememtary information i accordance with auditing standards generally accepted inthe
Untted Swes of America, which consisied of inquiries of management about the methods of preparing the
information and comparing the information for consistency with managements responses 1o our inquiries,
the basic financial statements, and other knowledge we ohtained during our sudiss of the basic fnancial
statements. We do not express an opinion ot provide any assurance or the information hecause the limited
procedures do not provide us with sufficient evidence (0 express an apinion or provide any assurance.

Our audits were conducted for the purpose of forming an opinion on the financial siarements as a whole.
The introductory section, other supplemeniary information in the finaneial section, investment seetion,
actuarial section and statistical section as listed in the able of contents are presented for purposes of
additional analysis and are not a required part of the financial statements. The other supplementary
information in the financial section is the responsibility of managemem and was derived from and relates
direcily to the underlying accounting and other records used 10 prepare the financial statements. The
information has been subjecied to the auditing procedures applied in the audit of the financial siatements
and certain additional procedures, including comparing and reconciling such information directly to the
underlying accounting and other records used to prepare the financial statements or 1o the financial
statements themselves, and other additional procedures in aceordance with auditing siandards generally
aecepied in the United States of America. It our opinion, the information is fairly stated ir a}l material
respects i relation 1o the financial statements as 2 whole. The intraduciory, investiment, actuarial and
statistical sections have not been subjected to the auditing procedures applied in the audits of the basic
financial statemenis and, accordingly, we do not express an opinion or provice any assurance on them.

Watins Hor & C Coun 0 v

Walnut Creek, California
Novembher 27, 2012
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AT
CITY D %A{ﬁ

SAN JOSE

CANTIAL VR OSIEEON ARIETY

Board of Administration

Federated City Employees’ Retirement System
1737 Nmrth First Street, Suite 580

San José, Calilornia 95112-4505

Donna Busse
Acting Director, Retirement Services

The Department of Retivement Services is pleased to provide
this overview and analysis of the financial activities of the
Federaied City Employees’ Retirement System (the System) for
the fiscal years ended June 30, 2012, and 2011. The Systen,
consisting of a single employer Defined Benefit Pension Plan
and a Postemployment Healthcare Plan, was established to
provide retirement benefits for eligible non-swom employees
of the City of San José ([City) and thier beneficiaries. We
encourage readers 1o consider the information presented
here in conjunction with additional inlormation that we have
furnished in our Letter of Transmittal, which begins on page
11 of this report, and in the financial section which follows
this discussion.

Financial Highlights for Fiscal Year 2012

« Asof June 30, 2012, the System had $1,787,047,000 in
total net plan assets held in trust {or pension benefits and
postemployment healithcare benefits. Net pension assets of
$1,649,249,000 are available to meet the System's ongoing
obligations to plan participants and their beneficiaries
except the Supplemental Retiree Benefit Rescrve of
$43,109,000. The postemployment healtheare net assets
of $137,798,000 are onrly available for the exclusive use of
retiree medical benefits,

= The System's total net assets held m trust for pension
henefits and postemployment healthcare benefits decreased
by $109,025,000 or 5.75% Irom the prior fiscal year,
primarily as a result of the depreciation in the fair valuc
-of investments cawsed by a decline in the equity markets
and a delay in the implementation of the System’s asset
allocation adopted by the Beard in December 2011 to align
the System's expected rate of return with the expecied
pension benefits liahility as detennined in the June 30, 2011
valpration.

+ Additions 10 plan net assets for the year were $64,423,000,
which inchides member and employer contributions of
$138,466,000, net investment income losses excluding

securities tending of $74,182,000 and net securities lending
mcome of $132.000.

» Deductions in plan net assets increased from $130,731,000
w0 $173,448,000 [com the prior fiscal year, or approximately
15.1%, due o an increase in retirement benefits and
healthcare premiums, which were attributable to an
increased number of retived members and heneficiaries and
increased health care premium costs.

Overview of the Financial Statements

The following discusston and analysis is inended to serve as
an introduction to the System’s financial statcments, whichare
comprised of these components:

1. Statements of Plan Net Assels
2. Swtements of Changes in Plan Net Assets
3. MNowes ta the Basic Financial Statements

Please ntote, however, that this report also contains required
supplemerntary information and supplemerntal information in
addition 1o the hasic financial statements themselves.

The Staterments of Plan Net Assets ave a spapshot of acconm
balances at fiscal year-end. It indicates the assets available for
{uture payments to retirees and any current liabilities that ave
owed at this tine.

The Statements of Changes in Plan Net Assets, on the other hand,
provide a view of current year additions to and deductions
from the System.

Bath statements are in compliance with Generally

Acceped Accounting Principles (GAAP) as set lorth by the
Governmental Accounting Standards Board. GAAP requires
certain disclosures and state and local government pensinn
plan and other postemplnyment henefi plan reports use the
funll accrual method of accounting. The System complies with
all material requirements of these pronouncemenis.

The Statemcnt of Plan Net Assets and the Siatement of
Changes in Plan Net Assets report information about the
System's activities. These statements include all assets and
liabilittes, nsing the Tull aceruat basis of accounting, which
recognizes contributions as revenue when due pursuant to
formal commitments as well as statutory and contractual
commitments and beneht and refunds of contribwions when
due and payable under the provision of the System. All of the
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current year's additions and decluctions are taken into account
regardiess of when cash is reeeived or paid. All investment
gains and losses are reported al the trade date, not the
settlement date. In additton, both realized and unrealized gains
and losses on investments are reported.

These two statements Teport the Systeny’s nel assets held in
trust for pension benehts and postemployment healtheare
benefits (net assers)—the dilference between asscis and
liabilitics. Over thme, increases and decreases in the System’s
net assets are one indicator of whether its financial health

is improving or deleriorating. Other factors, such as the
System’s funding progress and funded status, should also

be considered in measuring the System's overall heakh

(see the schedules of funding progress and schedules of
employer contributions on pages 55 - 57 of this repory).

Notes to the Busic Financial Statements provide additioral
information that is essential to a full understanding of the
data provided in the finaneial statemenis (see Noles to
Basic Financial Statements on page 36 of this repory).

Other information In addition w© the financial statements

and aceompanying notes, this report presents certain
reguired supplementary mformation coneerning the System’s
progress in funding its obligations to provide pension and ’
other postemployment healtheare benefits 10 members

and employer contributions (see Required Supplementary
Information beginning on page 55 of this reporr).

The schedule of funding progress of the Defuned Benefu
Pension Plan prepared using the market value of plan
assets, combining schrdules of Defined Benefit Pension
Plan net assets and changes in net assets, schedules of
adminisirative expenses and other, invesiment expenses,
and paymerus to consultants are presented immediately
following the required supplementary information.

Financial Analysis

As previously noted, nel assets may serve over time as 2
useful indication of the System’s financial position (see
Tables 1a and le on page 243, At the close of fiseal years 2012
ard 2011, the Systern’s total assets exeeeded the System'’s
total fiabilities. The System’s financial staternents do not
include the acuartal accrued lability for the Defined Benefit
Pension Plan and other Postemaployment Healtheare Plan.

The funded status of the Systers should also be considered
when evaluating the System’s financial health. As of June
30, 2011, the Systemy’s most recent valuation, the funded
status of the System decreased from 69% 10 65% for the
Defined Bencfit Pension Plan and remained at 12% for the
other Postemployment Healthcare Plan. The increase in the
unfunded actuarial accrued Hability (UA ALY was primarily

“due ro changes in actuarial assumptions as recommended by

the Board’s actuary and adopred by the Board for the June
30, 2011 valuatons. For more infarmation on the results
and impact of the June 30, 2011 valuations, please see Notes
5 and 6 to the financial stalements on pages 48 - 33.
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NET ASSETS FOR THE FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM'S DEFINED BENEFIT PENSION PLAN
{Table %a) As of June 30, 2012, and 201! (In Thousands)

2012 2011 tncrea;r:\i{(i&:&rease) Int:_rea;z,:(ciiirease)
% 6,715 % (1999 ;
1643387 {244,788)
1,656,702 (256,787)
7453 {145,418}
7.453 {145,418)
3 1,649,249 $ {111,369)

NET ASSETS FOR THE FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM S DEFINED BENEFIT PENSIDN PLAN
(Table 1b) As of june 30, 2011 and 20{G (In Thousands)

2011 Int:_rease/{Decrease) Increase/(Decrease)

- s Amount P :
18,714 b 8515
1,894,775 225239
1,913,489 233,754
152,871 (14,062)
152,871 (14,062}
1,760,618 5 247,816

NET ASSETS FOR THE FEDERATED CITY EMPLOYEES' RETIREMENT SYSTEM'S POSTEMPLOYMENT
HEALTHCARE PLAN
(Table 1c} As of fune 38 2012 and 2011 {In Thousonds)

2012 Increasel(Decrease) Increasel(D_ec_:_'ease}
il . Amount
960 $ (1.547}
137425 (7.395)
138,385 (8,942)
587 (11,286)
587 {11,289¢)
137,798 Z % 2,344

MNET ASSETS FOR THE FEDERATED CITY EMPLOYEES® RETIREMENT SYSTEM'S PDSTEMPLOYMENT
HEALTHCARE PLAN
(Table 1d} As of fune 30, 201t and 201G {In Thausonds)

- - Increasef{Decrease) IncreaseI(Decrease]

201 Amount -
2,507 3 382
144,820 26300
147,327 27,282
1,873 (161)
11,873 \ (161
135,454 $ 27,443

24 Comprehensive Annual Financial Report 2011-2012  San José Federated City Employees’ Retirement System



Management's Discussion-ard Analysis (Unaudited) (contimed

FEDERATED CITY EMPLOYEES' 000 ?é T 3012
RETIREMENT SYSTEM'S B
DEFINED BENEFIT PENSION 2011
PLAN NET ASSETS 500
June 30, 2012, 201 and 2010 : 2010
{Doliars in Mllions)

Hetal

500

0 Totaf otal et
Assets Liabilities Assets

FEDERATED CITY EMPLDYEES’ 2012
RETIREMENT SYSTEM'S

POSTEMPLOYMENT - 20
HEALTHCARE PLAN BENEFITS

NET ASSETS : 2N0

June 30, 2012, 2011 ond 201G
(Dollors in Millions)

Total Total Met
hssels Liabilities Assets
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As of June 30, 2012 $1,649.249,000 and $137,798,000, in
total viet assets are held in rust for pension benefis and
postemployment healtheare benefits, respectively (see Tables
taand lc on page 24). Net pension assets of

$1,649,249 000 are available 1o meet the System’s ongoing
obligations to plan participants and their beneficiaries
excepl assets held in the Supplemental Retivee Benefit
Reserve (a reserve in the delined benefit pension plan), of
$43,109,000, which is used to provide supplemental
benefits Lo retirees on a discretionary basis. Posternploymer
healthcare net assers of $137,798,000 are only avadable for
the exclusive use of retiree medical benefits.

As of fune 30, 2012, total net assets for the pension benefits
decreased by 6.3% and increased by 1.7% for the
postemployment healthcare benefits plan from the prior
year primarily due 1o the net depreciation in the {air value of
investients of $98 855,000 and $7,811,000 {or the Defined
Benefit Pension Plan and Postemployment Healthcare Plan,
respectively. The depreciation i the fair value of
investments was caused by the decline in the international
equity and commodities market. During the transition to the
new asset allocation the Board hired Russell Investments 1o
provide assel overlay services 1o rebalance the System’s
assets to the Board approved long-term targets. The System’s
current asset allocation is discussed in detail in Note 2{c} of
the financial statemernits on page 38.

As of June 30, 2011, rotal net assels for the pension benefiis
and postemployment healtheare benefits plan increased by
16.4% and 25.4% from the prior year primarily due to the
net appreciation in the fair value of investiments of

$252 848,000 and $19,2 38,000 for the Delined Benefit
Pension Plan and Postemployment Healtheare Plan,
respectively. The appreciation in the fair value of
investinents was caused by the recovery in the invesiment
markets and the System’s implementation of a new
diversified asset allocation, adopted by the Board in fiscal
year 2010, which included an asset allocation 1o a mare
diversified structure that includes commeodities, absolute
return, and opportunistic investments.

As of June 30, 2012, receivables decreased by $11,999,000
or 61.4% and $1,547,000 or 61.7% in the Defined Benefit
Pension Plan and Postemployment Healthcare Plan,
respectively, due to a decrease in receivables from the City
for conuributions and brokers and others for year-end
investment trades. The prior fiscal year receivables included
a pension contyibution receivable of approximately
$8.,000,000 due from the City to fund the annual required
comribution. The City eleeted not to phase-in the impact of
the june 30, 2009 assumption clianges on the contribution
rates over a five-year period as originatly adopted by the
Board; see note 3 of the knancial statements. In the previous
year, receivables for the Defined Benefit Pension Plan and
Postemployment Healthcare Plan increased by $8,515,000

or 83.5% and $382,000 or 18.0% due o a year-end
contribution receivable front the City to fund the anaual
required contribution for the fiscal year then ending,

As of June 30, 2012, total liahilities {or the Defined Benefit
Pension Plan and the Postemplayment Healtheare Plan
decveased by $145 418,000 or 95 1% and $11,286,000 or
95.1%, respectively, compared with June 30, 2011, due w0
the System’s exit [rom securities lending activity The System
received securities lending revenue from July 1 - September
30, 201 L. The Systemn exiter securities lending activity in
September 2011, when the System transitioned custodial
services from Northern Trust Company 1o State Street Bank.
As of June 30, 2011, wotal Hahilities for the Defined Benefit
Pension Plan and the Postemployment Healihcare Plan
decreased by $14,062,000 or B 4% and $161,000 or 1.3%,
respectively, compared

with June 30, 2010, due to decreases in payables for
administrative and health expenses and securities lending
collateral due to borrowers, The Systems investment in
securities lending lluctuated with demnand for the

System’s securities.

System Activities

In fiscal year 2012, the System’ combined Defined Benefit
Pension Plan and Postemployment Healthcare Plan net assets
decreased by $109,025,000 or 5.75%, primarily due 1o the
decline in the equity markets experienced in the first half of
the fiscal year. In December 2011, the Board adopted a new
asset allocation policy to meet the Systems long-term
expected rate of return and meet future benefit ohligations.
The fair value of the Systemt combined Defined Benefit
Pension Plan and Postemployment Healtheare Plan
tnvestments declined by $252, 183,000 thereby accounting
for a 12.36% decrease from the prior year. Key elements of
thie System’s bnancial activiiies are described in the sections
that follow.

Additions to Plan Net Assets

The assets needed to finance vetivement benefits are
accumulated through the collection of employer and
employee coniribuiions and through earnings on investments
{net nf investment expense). Additions to the Dehned Benelit
Penston Plan and Postemployinent Healtheare Plan for the
fiseal year ended June 30, 2012, were $28,734,000 and
$35,689,000, respectively (see Tables 2a and Z¢ on Pages 28 - 29).

in fiscal year ended fune 30, 2012, overall additions for the
Defined Benefit Pension Plan and Postemployment Healthcare
Plan decressed by $342,227 000 and $19 340,000, or 82.3%
and 35.1%, respectively. The primary cause of the decrease
from the priov year was pet investment losses, excluding
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securities lending income, of $69,032 000 and $3,130,000,
respectively, compared to investment incotne of
$287.726,000 and $21 808,000 in 201 1. The net investment
losses were a result of the decline in the equity markets
during the first half of the fiscal year. The Svstem’s tme-
weighted gross rate of return, as determined by the Sysiems
Investment Consultant on an investment (non GAAP) basis,
for the fiscal year ended June 30, 2012, was -3.0% comparcd
to 19.0% for fiscat year 2011, On a net of manager fee basis,
the Systems time-weighied rate of return far the fiscal year
ended June 30, 2012, was -3.2% compared 1o 18.8% for
fiscal year 2011

In fiscal year ended June 30, 2011, overvall additions [or the
Defined Benefit Pension Plan and Postemployment Healthcare
Plan increased by $105,244 000 and $8,335 000, or 39.6%
and 17 9%, respectively. The increase from the prior year was
primary due 1o inereases of $91,139 000 and $8,103,000,
respectively, in net invesiment income excluding securities
lending income, which was a result of general investment
market increases and the System’ implementation of a
diversified asset allocalion adopted by the Board in fiscal year
2010. The Systeras time-weighted gross rate of return, as
determined by the Sysiem’s Investment Consultant oh an
investment (non GAAP) basis, for the fiscal year ended June
30, 2011, was 19.0% compared to 14.3% (correcied from
15.9% as previously reporied) for fiscal year 2010, Fiscal year
2010 gross and net returns were amended hy the System’s
Investment Consultant in performance reporting due to
corrections in their market value and cash llow data for the
System. The Investment Consultants correction did not
impact investinent values repotted in the prior years' financial
statements. On a net of manager fee basis, the System’s time-
weighted rate of return for the fiscal year ended June 30,
2011, was 18.8% compared to 13.7% {correcied from 15.3%
as previously reported) for the fiscal year 2010.

Peductions from Plan Net Assets

The System was creater] to provide liletinte retirement
annuities, survivor benehts, permanent disability benefits,
and pnstemployment healthcare benefits to qualified
members and their bevneficiaries. The cost of such programs
includes recurting benefit payments and healtheare premium
payments, as designated by the San Jose Municipal Code,
refunds of contributions to terminated employees, and the
cost of administering the Sysiem.

Deductions for the fiscat year ended June 30, 2012, totaled
$140,103,000 and $3 3,345,000 for the Defined Benefic
Pension Plan and Postemployment Healthcare Plan,
respectively. Deductions for the Defined Benefit Pension Plan
increased 13.8% from the previous year due to an increase in
benefit payments and administrative cosis (see Tahle 2a on
page 28). The hicreases in benefit payments are primarily due

to continued increases in retirees and bepeficiaries with
hiigher final average salaries. The increases in administrative
costs are primaiily due o additional professional fees for
legal, actuarial and external stalfing services. The Deductions
lor the Postemployment Healtheare Plan, increased by 20.9%
[rom the previous year due to continued increases in
healtheare insurance premiums [or retirces and benehciaries
{see Table 2¢ on page 29).

Deductions for the fiscal year ended June 30, 2011, 1otaled
$123,145,000 and $27,586,000 lor the Yefined Beneht
Pension Plan and Peslemployment Healtheare Plan,
respectively Deductions [or the Defined Benefit Pension Plan
increased 12.4% from the previous year due to an increase in
retitees and henehciaries and hnal average salaries {see Table
2b on page 2B). Deductions for the Postemployment
Healthcare Plan, increased by 13.8% from the previous year
due 1o increased healtheare insurance premiums for retirees
and beneficiaries {see Table 2d on page 29).
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CHANGES IN PLAN NET ASSETS FOR THE DEFINED BENEFIT PENSION PLAN
{Table 2a)
For the Fiscal Years Ended fune 30, 2012 and 2001 (in Thousonds)

2012 gom  Inerease/(Decrease) Decronen
_ Percent
10,555 (14,047}
87,082 27902
(69,032) (355.758)
129 (324)
28,734 (342,227)
* Net of Ivestment Expenses of 87,073 and $3,387 in 2012 and 2011, respectwery
126,001 15,586
8,601 718
2,195 215
3,304 439
140,103 16,958
{(111,369) (359,185)
1,760,618 247,816
€ Sy 1,649,249 (111,369
CHANGES IN PLAN NET ASSETS FOR THE DEFINED BENEFIT PENSION PLAN
{Table 2b)
Far the Fiscal Years Ended fune 30, 2011 and 2010 (in Thausands)
: - - :_-:;..501‘-' ) i ln;rea:\i{l{c’tjue:‘ctrgase) {g::;'::::é)'.
. Percent
24602 $ 1,206 }
59180 44614
286,726 91,139
453 (1.715)
370,961 105,244
* Net of Investment Expenses of $3,387 ond 35,026 in ZOH and ZOJ‘O respectweiy
10415 12,305
7,883 300
1980 761
2,867 226
123,145 13,592
247,816 1,652
1,512,802 156,164
1,760,618 247,816
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CHANGES IN PLAN NET ASSETS FOR THE POSTEMPLOYMENT HEALTHCARE PLAN
{Table 2¢)
For the Fiscol Years Ended june 30, 2012 and 2011 {tn Thousands)

Increase/
2012 2011 lncrea‘:e/(Decrease] (Decrease)
mount Percent

14,995 : : (1.046)
25834 8,688
(5.150) (26.958)
10 (24)
35,689 o (19,340)

33077 ' 5,707
268 e 52
33,345 : 5,759
2,344 LByl {25,099)
135,454 ik {45 27,443
E 137,798 ans A 2,344
CHANGES IN PLAN NET ASSETS FOR THE POSTEMPLOYMENT HEALTHCARE PLAN
{Table 2d)
For the Fiscal Years Ended june 30, 2011 and 2010 (in Thousonds}
T . o - Increase/:
Lo Camount | Geceme)
$ Y 226 =
17,146 b9
21,808 8,105
; 34 : (h15)
ForslAddiliSace 1 L 55,029 e 8,335
* Net Df investment Expenses of $256 and $345 in 204 | crnd 2010, respectively,
' 27370 3,304
246 35
27,586 3,339
27,443 4,996
108,011 22,447
135,454 27,443
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Management’s Discussion and Analysis (Unaudited) (Coninued) . somse-

Reserves

The System is required by the City af San José Municipal
Code to establish various reserves in the System'’s net asses.
The Systern’s net assets are allocated beiween the Pefined
Beoefit Pension Plan (which includes the Retiremnent Fund
and the Cost-of-Living Fund) and Lhe Postemployment
Flealtheare Plan (which inchudes the 401(h) and 115 Trust),
Within the Defined Benefi Pension Plan Retirernent Fund
there are three reserves the General Reserve, Employes
Contributions Reserve, and Supplemental Retiree Benefit
Reserve. The Defined Benefu Penision Plan Cost-of-Living
Fund and the Postemployment Healtheare Plan both have a
General Reserve and Employee Contribuions Reserve (see
~ table on page 39 for a complete listimg and year-end balances
ol the System’s reserves),

The Systems reserves ate estahtished from contributions and the
accumulation of investment income, afier satisfying investment
and administrative expenses. Addidonally, the appreciation n
the fair value of investments is held in the unrealized gainfloss
account, a component of the General Reserve.

The System’s Fiduciary Responsibilities

The System’s Board of Administration and managemen

stail are fidueiaries of the defined benefit pension and other
postemployment healthcare trust funds. Under the Calilormia
Constitudion aod the San Joseé Municipat Code, the assets can
only be used for the exclusive benelit of plan participants
and their beneficiaries, and defraying reasomable costs

of adminisiration,

Economic Factors and Rates Affecting Next Year

The System’s most recent valuation es of June 30, 2011, was
used to delermine the annual contribution rates effective for
payroll periods heginning on June 24, 2012, for Giscal year |
2012-2013. The June 30, 2011 valuations include Board
adopted actuarial assumpiioo changes recommended by the
System’ actuary in the June 30, 2010 experience study
presented on May 12, 2011 The June 30, 2011 valuations
also mcluded the Board adopted funding policy of setting the
annual required coniribution o he the greater of the doflar
amounl reported in the acluarial valuation and the dollar
amount determined by applying the percentage of payroll
repotted m the valuation 1o the actual payroll for the fiscal
year. On july 1, 2011, 1he City funded the fiseal vear 2011~
2012 annuat required contribution dollar amount as reported
in the June 30, 2011 valuations. See Notes 5 and 6 of the
fmancial statements on pages 48 - 53 for a fult isting of the
actuarial assumption changes,

Defined Benefit Pension Plan

The System’ funding ebjective is to meet long-term benefi
obligations through contributions and investment income. As

5

of June 30, 2011, the System’s most recent valuation, the
funded status of the pension plan deercased from 69% 10
65%. The decrease in the pension plan Junded status was due
primarily to actuarial assumption changes.

The Jume 30, 2011 valuation included a change in the
expected rate of retarn from 7.95% 10 7.50% and a change io
the payroll wage inflation assumption from 3.90% 16 3.25%.
tn uddition, the Boand approved the actuarys
recommendation Lo explicidy mclude administrative expenses
and 5RBE costs as additions to normal cost (valued at 0.70%
of payrolt for administrative expenses and 0.35% of the
market value of assets for the SRBR) in the June 30, 2011
valuation. The expected rate of return of 7.50% is naw only
net of investment manager fees,

The Jume 30, 201 | valumion contains the Board adopted
30/20 tayered amortization methadology which includes the
level amanizarion of the unfunded lisbiliry as of june 30,
2009 over a closed period of 30 years from that date, and the
amoriizatton of subsequent gaims and losses or assumption
changes aver 20 years from the valuation in which they are
first recognized. The equivalent single amortization period lor
the June 30, 2011 valwation is 25.2 years.

in addition, the Systent’s zctuarial valuation uses a five year
smootiling method for investment returns. This means that
the curreot year’s gains or losses in greater or less than the
actuarially assumed rate of retum, as caleulated at vearend,
are recognized over five years. The unfunded actuarial
accrued liability of $982 million, as of June 30, 2011, does
not include the tmpact of approximately $28 million of
deferred invesiment losses primanly resulting from
unfavorable investments returns in fiscal years 2008 anrl
2009. h is anticipaied that furure actuarial valuations will
recognize the remaining deferred investment losses of
approximately $28 million as described above and the
smoothing of any new gains or losses over a five year peried.

Additionally, the Systein is exposed 1o general mvestmen
market risk. In a public pension plan context, this is the risk
that the long-term rate of renn earoed oo the Defined
Benefit Pension Plan assets could be below the actuanally
assumed rate of retirn, which is 7.50%, net of investment
expenses. Underperforming the assumed rate of return wnuld
negatively impact the financial condition of the Sysiem and
require an increase in the Ciy's required contrihution to the
plan. The contribution rate impact from general inarket risk
depends in large measure on how deep any future marteet
downturn is and how long & lasts.

Contribution vates for fscal year 2012-2013, as determined
by the June 30, 201} valuation included the impact ol the
continued effect of the layered 20-year closed amoriization

. period, the decrease in the discouot and wage inflation rates,

the impact of decreases in covered payroll due to budger cuis,
and the recognition of smoothed deferred investment losses.

The valuation for June 30, 2012 and beyomd will include the
impact of The Sustaingble Retirement Benefits and Compensation
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.Management’s Discussion and Analysis (Unaudited) onined

Act (Pension Act) enacted by the voters of Sun Jose on June 3,
2012, The Pension Act amended the City Charter to change

benefits for curremt employees, 1o establish different benelus
for new employees and Lo place other linitations nn benelits.

Section 1308-A ol the Pension Act applicable 1o new
employees was adopted on August 28, 2012 by San Jose Ciry
Couneil Ordinance No. 29120 1o provide Tier 2 pension
benefits [or new System members hived on or after Seprember
30, 2012. The new tier includes significant benehit changes
[rosm the existing Tier | plan incittding, but not mited 1o, a
decrease in the benehts multiplier from 2.5% pey vear to
2.0% per year, an increase [tom 99 yeats 10 69 years of age for
wriremnent eligibility a1 full benefits, a consumer price index
driven cost-of-living increase with a maximum of 1.5%
instead of the exisiing annual hxed 3.0% increase, a dectease
in maximum henefit 1o 65% of final average salary from 75%,
nao survivor benefuis lor death after retivement unless the
memnber elects a reduced henefit, pensionable compensation
10 be based on base salary ondy, rather than base
compensation plus premium pays; nembers to contribuie
50% of the wotal Normal Cost, any accrued unfunded
actuarial lability and administrative costs of the System; year
of service credit 1o reguire 2080 hours nf work rather than
1730 hours of work and final average compensation based on
the highest eonseculive 3 years of compensation compared o
highest 1 year. Significant portions of the Pension Act
applicable to existing employees and eflective June 23, 2013
are currently subject 10 legal challenge by members of the
Systern. Additionally, variotts bargaining uniis representing
inembers of the System have hied unlair labor praetice
charges with the California Public Employment Relations
Bnard related to the Pension Act.

Additionally, the Systems financial reporting awill be impacted
in fiscal year ending June 30, 2014 as a result of the
implementation of Statement No. 67 of the Governmental
Accounting Standards Board (GASB), Financial Reporting for
Pension Plan. GASB Statement Ne. 67 will replace GASB 25,
Financial Reporting for Defined Benefit Pension Plans and
Note Disclosures for Defined Contribution Plans, and No, 50,
Pension Disclosures. This staterment establishes standards of
financial reporting and specifies the required approach o
measuring the pension liability of employers. The statement
relates to accounting and fnancial reporting and does not
apply to how pension plans approach [unding.

Postemployment Healthcare Plan

The Systern’s lilth GASE Statement No. 43-compliant Other
Postemployment Benefits (OPEB} valuation study as nf June
30, 2011, was prepated by Cheiron, Inc., the System’s actuary.
A summary of the results is presented in Note 6 to the
Financial Staterments. Fiscal year ended June 30, 2012 was
the third year of the Memorandum of Agreemeni (MOA)
enteved into by the bargaining units represeming the Sysiem
members and the City to increase the contribution rates lor
retiree health and dental benefits in order 10 phase-in 1o [ull

Comprehensive Annual Financial Report 2011-2012  San José Federated City Employees’ Relirement Systom

funding nf the GASB Statement No. 43 annual required
contributinns over a five period. The MOA also provides that
the five year phase-in of the ARC will not have an incremental
increase of more than 0.75% of pensionable pay in each fiseal
year for the employee or City contributions. Upon the end of
the live year phase-in the City and active members’

" contributions [or retiree medical benefits will be split evenly

and the retiree dental benefits will be split in a ratio of 8t0 3
with the City contributing 8/11 of the total contribution.
Fiscal year ending june 30, 2013, will mark the end of the
five year phase-in and per 1tbe MOA will require the
employees and City to contribune at the GASB Statement Nn.
43 contribution rate. As of the June 30, 2011 valuation the
contribution rate determined by applying the GASB
Statement No. 43 parameters {or the City as a percentage of
pay was 29.26% compared to 7.91% phase-in landed basis.

Cn June 24, 2011 a new Inemal Revenue Code Section 115
trust was established by the San José City Coundl (Ordinance
number 28014} outside of the Pensiom Trust lor retiree
healtheare benetits funding and for the payment of retiree
healtheare benefits in order 1o provide an alternative 10 the
existing 401(h} account. Employer coniributions Lo the new
trust were made in fiscal year 2012, Employee contiibutions
continue to be made into the 401(h) accourt. The City Council
has requested advice from ouside tax counsel on the ax
treatment of employee conuributions deposited into the 115
Trust prior to determining whether to direct employee
coneributions nto the 115 Trust. Purstant to the Municipal
Code, the Board has been named as the Trustee of the 115
Trusi. The Board has directed that no emplnyee comribuions
be accepted into the 115 Trust pending lurther clarification of
the tax treaimeitt and reflundability of employee contributions.

Requests for Information

This financial report is designed to provide the Board of
Administration, Mayor and City Council, our membership,
taxpayers, and investment managers with a general overview
ol the Systemn’s finances and 1o account for the rmoney it
receives. Questions concerning any of the informatinn
provided in this report or requests [or additional financial
informatinn should be addressed 1o

Federated City Employees’ Retirement Sysiem
1737 North First Streer, Suite 580
San José, California 95112-4505

Respecifully Submitted,

Donna Busse

Acting Divector
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Basic FinanciakStatements . S

STATEMENTS OF PLAN NET ASSETS
June 30, 2012 and 2011 (In Thousands)

2012

Assets:

Receivables:

Employee contributions ¥ [,65% £963
Employer contributions 369 | 687
Brokers and olhers ek ; 1,728
Accrued investment income 3.076 3.297
Total receivables 6,715 7,675
investments, at fair value:
Securities and other:
Domestic fixed incorme 153,150 165,906
International fixed income 2,013 2,180
Collective short-term investments 230,176 243,347
Corporate convertible bords 47294 51,234
Pocled fixed income " 32886 ; 35625
Global equity 326,054 & 353211
Pooted global equity 451236 1 488,819
Private equity 88,137 1 95,478
Forward international currency contracts 452
Opportunistic investments 77427 83.876
Real assets 154,547 167419
Real estale 86,649 93.865
Total investments - 1,649,987 27 1,787,412
TOTAL ASSETS 1,656,702 ¢ 1,795,087
Liabiities:* " * '
'Payable to brokers 4,384
Other Labilities 3364 365
TOTAL LIABILITIES 7,453 | 8,040
NetAssets .HEId InTrust Fo¥: _. o P _ e o F
Pension benefits 1649249 8 1,649,249
Postermployment healthcare benefits - B b 137798
TOTAL NET ASSETS % 1,649,249 1,787,047
See accompanying notes to basic finoncial statements. {Cantinued)
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.Basic Financial Statements couinuedy -z -

STATEMENTS OF PLAN NET ASSETS (continued)
Jure 30, 2012 and 2011 {In Thousands)

201

Assets:
Receivables:
Ernployee contributions % 1,165 2,007
Employer contributions 731 12,942
Brokers and others _ 2,206 2,379
Accrued investment income 3612 3893
Total receivables 18,714 21,221
Investments, at fair value:
Securities and other:
Domestic fixed income 373,497 by 407 359
International fixed income 2,096 & 2,256
Collective short-term investrents © 33208 35,738
Corporate convertible bonds . 48943 52,675
Pooted fixed income 19912 21430
Global equity 444 594 478,497
Pooled global equity 461,370 496,552
Private equity ' 86,079 92,643
Forward nternational currency contracts ’ 84 90
Opportunistic investments 30462 32,785
Real assets 155,126 166,255
Real estate : 84,141 90,673
Securities lending collateral investment pool _ 50,265 141,942
Total investments 1,894,775 & 2,039,595
TOTAL ASSETS : 1,913,489 2,060,814
Payable to brokers 1,304 & 1405
Securities lending collateral due to borrowers 50,265 61,942
Other liabilities 1,302 1,397
TOTAL LIABILITIES 152,871 § 164,744
Pension benefits t760,618 1,760,618
Postemployment healthcare benefits - 135454
TOTAL NET ASSETS $ 1,760,618 ; 1,896,072
See accompanying notes to basic financial statements. {Continued)
33
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Basic Financial Statements wonimed

STATEMENTS OF CHANGES IN PLAN NET ASSETS
For the Fiscal Years Ended fune 30, 2017 and 2011 {in Thousands)

s =

Additions:
Contributions:
Ermployee $ 10,555 25,550
Ernployer 87082 H2916
Total contributions 97,637 138,466
Investment income: '

Nel depreciation in fair value of investrments {98,855} {106,666)
interest income 27026 29057
Dividend income 9350 10488
Net rental income 520 % 559
Less investment expense : {7.073) {7.620)
Net investment loss before securities’
lending income (69,032) & (74,182}

Securities lending incorme:
Farnings gg 95
Rebates 84 S0
Fees (43) {46)

Met securities lending income 129 139

Net investment loss (68.903} {74,043)

TOTAL ADDITIONS 28,734 64,423

Deduc‘mons | - — o BG I

Retirernent benefits 126,001 126,001

Healthcare insurance premiurms 33,077

Death benefits 8,601 8,601

Refund of contributions 2,195 2,495

Adrninistrative expenses and other 3,306 3574

TOTAL DEDUCTIONS 140,103 173,448
NET INCREASE/DECREASE) {111,369) {109,025)
NetAssets Held inTrust For Pension Benisfits dnd Postemployinén Healtheare Benefits: s
BEGINNING OF YEAR 1,760,618 1,896,072
END OF YEAR $ 1,649,249 & § 1,787,047
See accompanying notes to basic finoncidl statements. (Continued)
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s Baﬁiﬁ'EinanCial Statements (Continued)

STATEMENTS OF CHANGES IN PLAN NET ASSETS {continued)
For the Fiscal Years Ended fune 30, 2012 and 2011 (In Thousands)

Additions:

Contributions:

Employee $24,602 $40,643
Ermployer 592,180 76,326
Total contributions - 83,782 : 116,969

Investment income:

Net appreciation in fair value of investments 252,848 272,086
Interest income 26,157 B 28,141
fhvidend income 8922
Met rental income 3028
Less investment expense {3.643}
Net investment income before securities
lending income 308,534

Securities lending income:
Earnings 559
Rebates 90
Fees {162

Net securities lending income 487

Net investment income 309,021

TOTAL ADDITIONS 425,990

Deductions: Sl

Retirement benefits HO415

Healthcare insurance premiums 27370

Death benefits 70883

Refund of contributions _ 198G

Administrative expenses and other 3,083

TOTAL DEDUCTIONS 150,73
NET INCREASE 275,259
NetAssetsHe!d I Trust For Peﬁ_éioh Benefits and '_Ff,i:'st'énip'qumen'f:Hé;a:}.ihcare'Be‘neﬁts: _ -
BEGINNING OF YEAR ' 1,620,813
END OF YEAR $ 1,896,072

See accomponying notes to bosic financiol staterments.
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Notes to Basic Fimancial Statements

NOTE 1 ~ DESCRIPTION OF THE PLAN

The tollowing description of the City of San Jose Federated
City Employees’ Retirement System (Sysiem) is provided for
financial reporting purposes only. Employees and members
should refer to the City of San Jos¢ Municipal Code [or more
C()mple{{’_ in&}ﬂ]lﬂiiﬂ“.

(a) General

The Sysler, consising of a single employer Defined Beneht
Penston Plan and a Postemployment Hralthcare Plan, was
established in 1941 to provide retirement benefits for certain
employees of the Cuy of San Jose (City) and includes all
provisions of San Jose Municipal Coade Chapters 3.28, 3.44,
and 3.52.

The Defined Benelu Pension Plan was established purswant 1o

Internal Revenue Code (IRC) Section 401(a) and is held and
administered in the 1975 Federated City Employees
Retirement Plan (Penision Trust) and includes all provisions of
San [ose Municipal Code Chapeer 3.28.

The Postermnployment Healthcare Plan is comprised nf an IRC
401¢h) plan and an IRC 115 rust and is held and
administered in the 1973 Federated City Employees’
Retirernent Plan and the Federated City Employees’
Healthcare Trust Fund, respectively, and includes all
provisions of San Jose Municipal Codr. Chapters 3.28 and
3.532, vespeciively.

The Postemployment Healiheare Plan was established under
Internal Revenue Code Section 401(h) and is an aceount
within the Pension Trust {or retivee healthcare henehis funding
and for the payment af retirese healthcare benehis. As a 401(h)
plan the healthcare plan benefits must be subordinaie o the
pension plan benefits. The medicat benefits are considered
subordinate if the cumulative actual conrributions for medical
benefits are no greater than 25% of aciual contributions to
bnth pension and medical benefits, ipnoring conwibutions for
past service benefit (normal cost only). The Systém¥ actuary
perfornis periodic reviews and projeciions of the internal
Revenue Code 25% subordination test.

On June 24, 2011, a new Internal Revenue Code Section 115
trust was esiablished by the San José City Council under the
provisions of San Jose Municipal Code Chapier 3.52
{(Ordinance number 28914) to provide an aliernative to the
existing 401(h) account wirthin the Penstan Trust for retiree
healtheare benefits unding and for the payment of retiree
healtheare benrfits Employer contributions 1o the new trust
were made in [scal year 2012, Employee contributions
continue to be made into the 401(h) account The City
Couneil has requested advice from outside tax counsel on the
taxz treatment of employee contributions depasited into the
115 Trust prioy 10 determining whether 1o direct employee
contributions into the 113 Trust. Pursuant to the Municipal

Code, the Board has been named as the Trustee of the 113
Trust. The Board has directed that no employee contributions
be acreptert inte the 115 Trust pending further clarifieation of
the @ax treaunent and refundability of employee
conirtbutions,

Om August 18, 2012, the Sysiem recéived a favorable tax
determination letter from the Internal Revenue Service for the
Peniston Trust, which includes the Defined Benefit Pension
PMan and the 401 (h) portion of the Postemployment
Healtheare Plan.

All full-iime and eligible part-time employees of 1he City,
except employees who are members of the Citys Polier and
Fire Department Retivement Plan, are required to be members
of the System.

The System is considered 10 be a part of the Cly’s financial
reporting entity-and is ineluded in the Citys basic linancial
statements as a pension trust fund, The System is
administered by the Director of Retirement, an employee of
the Chiy and by the Federated City Fiployees’ Retirrment
System Board of Administration (Board of Administration).
The contribution and benelit provisions and all other
requirements are established by City ordinance. The Systern is
respansible far all direer adininistrative costs, which are
funded by invesument earnings, except for certain suppon
services, which are provided and funded directly by the City.
The System is ntat subject to the provisions of the Employee
Retirement Income Security Aci of 1974,

Participants of the Posiemployment Healthcare Plan are also
paticipanis of the Defined Penefit Pension Plan. As of June
30, 2012 and 2011, employee membership data related 1o the
System was as follows -

i

*The rombined damestic refolicns orders ore nat intluded in the rount
abave a5 their benefit payment is included in the retiree member count.
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= Notesto Basic Financial Statements coninieds =

NOTE 1 - DESCRIPTION OF THE PLAN {Continued}
{b) Pension Benefits

An employee with five or more years of service who reaches
the nonnal reriverment age of 55, or an employee of any age
with 30 years of service, is entitled 10 annual pension benefits
equal 10 2.3% of final average annual salary for each year of
service up to a maximum benelu of 75% of final
cempensation. Final compensation is the average unnual salary
during the highest 12 months of consecutive service, no to
exceed 108% of compensation paid to the member during the
second highest consecutive 12 month period, excluding ihe
months used 1o calewdate the highest 12 months. Final average
salary excludes overtime pay and expense allowances. In
addition, retirement henefits ave adjusted for an annual cost-
of-living allowance (COLA) of 3% per year.

if employees erminate employment and elect to receive a
rerurn of contriburions, the accumulated plan benefits
attributable to the Cliys contributions are lorfeited; howewver,
an employee’s accumulated contribution phus earnings thereon
is refunded. Refunds are paid out on a lump-sum basis. The
forleized amount of the City's contributions retmains in the
Sysem. In the case of reciproeity, 2 member with less than five
years of service may leave contributions in the Systent.

Fffective December @, 1994, the System entered into an
agreement with the California Public Employees’ Retirement
System (PERS) that extends reciprocal retiremment benefus to
members. In certain situations, this agreement results in
impreved retirernent benefits for members who move from
one eligible retirement system te another,

{c) Death Benefits

Il an employees death before retirement s service related, or ts
non-service related (and the employee has at least five years of
service), a surviving spouse or domestic parmer (at the time of
retirement and time of death) is paid an annual annuity benefit
equal to 2.53% of final compensation multiplied by the number
of years of serviee {minimum of 40% and maximum of 75% of
final compensation} uniit he or she remarries or dies. Deferred
vested memhers are not eligible for the 40% winimum. The
atlowance will continue even il the spouse or domestic pariner
remarries if the member was at least 55 years old and had at
least 20 years of service. H there is no surviving spouse or
domestic partner, unimarried children up wo 18 years of age, or
up Lo 22 years of age il a full-time student, areentitted o a
benefit payment based on the spousal or domestic partner
benefit such that noone child shall receive more than 25% of
the spousal nr domestic partner benefit and the sum for ali
eligible children shall not exceed 75% of the spousal or
domestic pariner benefit. If no family members are eligible,
the employee’s contrihutions plus one month’s salary for each
year of service up to a maximwm of six years of serviee are
retomed to the employee’s henchciary or estate.

Il an employee dies after retirement, $500 is paid 10 the
employees beneficiary or estate. In addition, the employee’s
eligible surviving spouse or eligible domestic partner
continues 10 receive, for life, 30% of the employees annual
pension benefit as defined above. If there is no surviving
spouse or domestic partier, 25% of the spouse or demestic
parivers benellt paymernt is made 1o each cligible child as
defimed above, but the maximum benefit 1o childyven cannot
excced 753% of the benefit that would have been paid w2
surviving spouse or domestic partner. An optienal retivement
allowarce is available.

(d) Disability Benefits

If an employee suffers a service related disability before
retirement, the annual disability benefit paid s 40% of the
final average salary For members with more than 16 years of
service, the amyual disability benefit is the lnal average salary
multiplied by 40% plus the final average salary multiplied by
2.5% for each year over 16. The maximum benefit is 73% of
the final average salary.

If an employee with at least five years of service sulfers a non-
service retated disahility, the annual disability benelit is equal
to the greater of: (1) 2.5% of inal compensation multiplied by
the number of years of service, up to a maximum of 30 years;
or {2) 40% of final compensation, The benefit is reduced by
0.5% of final compensation for each year an employees age is
under 35.

il an employee was hired on or alter September 1, 1998, the
Lenefit is calenlated using the loHowing formula: 20% of foinal
compensation, plus 2% [or each year of service in excess of six
but less than 16, plus 2.5% of iinal compensation for years of
service in excess of 16.

For recipients of a disability retirement allowance who are
under 55 years of age, the amount of the allowance is subject
Lo reduction lor outside employment as set forth in the 5an
Jose Municipal Code.

{e) Postemployment Healthcare Benefits

The City of San José Municipat Code provides that retired
employees with 15 or more years of service, their survivors, nr

these retived employees who are receiving at least 37.5% of final

compensation are entitled to payment of 100% of the Jowest
priced medical insurance plan available to an active System City
employee. Members and eligible survivors must pay for the
difference between the amount ol the premium lor their selected
plan and the perdon paid by the System. However, the System
Pays the entire premium cost for dental insurance coverage if
the member retires direetly from Chy service.
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Notes to Basic Finargial Statements «ouinea

MNOTE 2 - SUMMARY OF S5IGNIFICANT ACCOUNTING POLICIES

{a} Basis of Presentation

The System is reported in a pension trust fund in the Ciry of
San Joséks basic [inanciat statements. The linancial siatements
of the System present only the financial activities of the
System and ave 110t intended 10 present the inancial position
and changes in financial position of the City of San José in
conformity with accounting principles generally aceepted in
the United States of America (GAAP).

(b} Basis of Accounting

The financial statements of the System are prepared on the
accrnal basis of accounting. Contributions are recognized as
addittons when due pursuant to formal enmmitments as well
as statutory and contracinal commitments (at the end of the
_pay period). Benehts and refunds of conuributinns are
recognized when due and payable under the pmvisions of the
plan. Activities of the Defined Benefit Penston Plan and the
Posternployment Heaithcare Plan are accounted for separately.
1t is required by the municipal code that iransactions of the
Defirted Benefit Pension Plan be accounted for in two funds: a
Retircment Fund and a Cost-of-Living Fund.

The preparation of the [inancial stalements in conformity
with GAAP requires manage ment 1o make cerlain estimales
and assumptions that affect certain reported amounis and
disclosures. Actual results could differ from those esitmates.

(€) Investments

The City of San José Municipal Cnde Section 3.28.355
Helegate’s authority 1o the Board of Administration to reinvest
the monies of the System as provided in Section 3.28.355,
The Board has adopted detailed investment guidelines
consistert with conditions and lmitations set forth in Section
3.28.355.

On December 15, 2011 the Bnard accepted the asset-liability
stucy prepared by stalf and approved a new asset allocation
increasing 1he level of allocation Lo absoluie veturn strategies
and real assets and reducing the allocation 10 equity and fixed
income. The new asset allocation was prepared to align the
expected returns of the System to the liabilities as determined
in the June 30, 2011 valuations. The Systemn’s investment
asset allocation is as follows:

Equity and Real Estate — Targer of 45%
lixed Income — Targe: of 10%

Absolnie Remurn Strategies — Targer 25%
Real Asseis - Targer 20%

The System’s prior asser allocation was as follows,

Global Equity - Target of 49%, minimmum 43% and

maximum 35% of the fair value of the aggregate
portfolio.

Fixed Income — Target of 20%, mimimum 15% and
maximum 29% of the fair value of the aggregate
porifolia.

Altermatives — Target of 31%, minimum 26% and
maximum 36% of the fair value of the aggregate portlolio

Real Estate — Targe: 5%
Real Assets — Target 10%
Hedge Funds — Targer 5%
Privaie Equity - Target 6%
Opportunistic - Target 5%

The Systeint tnvestment policy authorizes the Sysiem to
trvest in ginbal equity; global Axed income; alternatives
including real esiate, real assets (infrastruciure, rimber,
natural resonrees, and commodities), hedge funds (absolute
retum), private equity, and opportunistic assets; short-term
investments; and securities lending, Tavestments are reported
ar fair value, Securities traded on a national or international
exchange are valued at the last reporied sales price on the last
business day of the {iscal year at current exchange rates, if
apphicable. Investments that do not have an established
market, such as private equity, commingled real estate funds
andd certain proled fund invesiments, are reported at
estimated fair value based the most recently available invesior
reports o audited financial statements issned by the manager
of those funds. The fund manager provides an estimated
unrealized ganvloss of the fund based on the most recently
avatlable audited financial statements and other fund
information. Derivative invesiments are reporied at fair value,
Fulures contracts are matked -to-market at the end of each
trading day, and the sertlement of gains or losses oecur on the
following business day through variation margins. The fair
value of international eurreney fwwards vepresents the
unrealized gain or loss on the related contracts, which is
calculated as the difference between the specified contrac
exchange vate and the exchange rate at the end of the
reporting period. The {air value of the separate real estate
properties ate based on annual independem appraisals. Per
the System’ Real Estate Investment Guidelines, mortgage
foans at fair value on the separale real estaie properiies are
not allowed 10 exceed 50% of the property's {air value. As of
June 30, 2011, the Systermn held a warehouse located in
Neuhern Caltfornta with no outsianding morigage loans. On
June 26, 2012, the System sold the Northern California
warehbuse.

Purchases and safes of securities are reflected on the wade
date. Investment income is recognized as earmed. Rertal
income is recognized as earned, net of expenses.
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NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continuad}

(c} Plan Net Assets Held in Trust for Pension and Postemployment Healthcare Benefits

The System is required by the City of San José Municipal Code to establish various reserves in the plan net assets. The Plan Net
Assets are allocated between Lhe Defined Benefit Pension Plan (which includes the Retirement Fund and the Cost-of-Living
Fund) and the Postemployment Healthcare Plan, which includes the 401(h} and 115 Trust. As of June 30, 2012 and 2011 the
nel assets, totaling $1,787,047,000 and $1,896,072,000, respecively, are allocated as follows {(In Thousands):

June 30, 2012

Ernployee

contributions Y. 40.33)

46,270

Suppiernental
retiree benefil

General reserve

63,707 91,528

115977 § 137,798 §

Employee

contributions % 41,739

Supplermental
retiree benefit

General reserve

102,735

TOTAL

135,454 135,454 ¢

Employee Contributions Reserve represents the lotal
accumulated employee comributions of current active and
deferred members plus credited interest. The reserve is
accounled for separately due to the possibility of a return of
accumulated employee comributions, plus credited interest,
to the member upon separation rom City employment.
Terminated members returns of contributions are paid from
the Defined Benefit Pension Plan only.

Supplemental Retivee Benefit Reserve (SRBR) s a reserve that
represents funds requited by statute 10 be set aside from the
Retirement Fund’s nel investment earnings o provide
supplemental benefits to eligible retirees and beneficiaries.
The reserve represents the accumulation of 10% of towal
accumnulated excess earnings of the Retirement Fund plus
credited inerest on the reserve halance at the lesser of the
Plan’s acweal rate of return or the actuarial rate of return for
the fiscal year, but never less than 0%, minus distributions o
eligible retirees and beaeficiaries lrom the reserve. Transfer
amounis to the SRBR have been prepared by the System’

actuary from the fiscal year ended June 30, 2009 onward.
Inlerest on the SRBR balance is calculaled and transferred al
the end of the fiscal year. Excess earnings transfers are
computed hased on audited financial statements and if
applicable the transfer is made effective on the first day of the
next fiscal year by Board Resolution.

The System’s actuary, Cheiron, prepared the excess earnings
and SRER primary interest amounts based on the audited
June 30, 2011 and 2010 financial staternents. Cheiron
prepared and the Board adopted and declared excess earnings
transfer amounts of $12.53 million and $6.95 million from
the pension geoeral reserve to the SRBR effective July 1, 2011
and 2010, respectively. In addition, Cheiron computed SRBR
distsibution amaunis in accardance with Beard policy of
approximately $6.6 million and $1.60 milkion to eligible
retirees and beneficiaries as per San José Municipal Code for
fiscal years ended June 30, 2011 and 2010, respectively,
hased on excess earnings transfers and interest crediis.
However, due to San Jose City Council resolution number
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NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

75635, adopted on Movembery 16, 2010 and amended in
resolutions 76204 and 76235, distribution of funds from the
SRBR were suspended {or hscal years 2012 and 2011,

General Reserve is a reserve thal vepresents net earnings
resulting {rom interest earnings, realized and unrealized
mvestment gains and losses. It also represents an
accumulation of funds necessary to pay all sccumulated
vested vetirement obligations.

NOTE 3 - INVESTMENTS

Investiments are subject Lo cettain types of risks, including
interest mate risk, custodial eredit risk, eredit quality risk,
foreign currency risk, and concentration of credit risk. The
lollowing describes those risks:

Intevest Rate Risk — The fair value of hxed income investmenis
fluctuate in response to changes in market interest rates.
Increases in prevailing intevest tates generally translate into
decreases in fair value of those instruments: The fair value of
interest-sensitive instruments may also be affected hy the
creditworthiness ol the issuer, prepayment options, and other
general interest rate conditions. Certain fixed income
investments have call provisions thar could result in shorter
matulity petiods. As of June 30, 2012, $12,215,000 of bank
loan securities were lloating rate securities tied 1o the one and
three month London Interbank Offered Rate (LIBOR). As ol

June 30, 2011, $23,145,000 of bank loan securities wete
floating raie securities tied 1o the one and three month
LIBOR.

The System also had exposure Lo interest rate risk on its fully
collareralized infrastructiure swaps, The System invested in
infrastructure swaps with a notional amount of $74,041,000
a1 June 30, 2012, in which it receives the tatal return S&P
Global Infrasiructure Index, net of the 3-manth LIBOR plus
50 to 55 basis points. The System also invester] in
commoditics swaps with a rotional amount of $226,788,000
at June 30, 2012, in which it receives the total return United
States three monith treasury bill rute plus 10 to 12 basis
points. As of June 30, 2011, the System invested in
infrastructure swaps with a notional amount of $37,408,000
in which it veceived the total return S&P Global
Infrastructure index, net of the 3-month LIBOR plus 55 basis
points, The Syslern does not have a policy regarding inerest
rate risk, however, the System does setrle swap activity on a
transaction plus one day basis (T+1), therefore limiting the
System’s exposure to counterparty risk

The following tables prowide the segmented time distribution
for fixed income investments hased on expected maturity (in
months and years) as ol June 30, 2012 and 2011, concerning
the faix value of invesiments and interest rate visk:

INVESTMENT MATURITIES AT FAIR VALUE AS OF JUNE 30, 2012

{Doftars in Thousands}

Fixed income

Domestic fixed income

Asset backed securities

Bank |lgans

Maturities

Corporale bonds

15073

TPs

Total Domestic fixed income

internationat fixed income

82931

111,399

Coilective short-term
investments

: i
Corporate convertible bonds i3

3

Poaled fixed income

247470 ;
11,249 [

- B 32,953

TOTAL FIXED INCOME $ 1,778

5 145,590 &

$ 295171 &
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NOTE 3 - INVESTMENTS (Continued)
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INVESTMENT MATURITIES AT FAIR VALUE AS OF JUNE 30, 2011

(Dollars in Thousands) ’

Maturities

Fixed Income

Domaestic fixed income

Asset backed securities

Bank loans

Corporate bonds

FHLMC

FNMA

Other U5, Government agency

TIPS

U.5, Treasury

2,057
179921
120,362

Total Domestic fixed income i

International Fixed Income

Collective short-term
investments

377,615
1,865

Corporate convertible bonds

Pooled fixed income

TOTAL FIXED INCOME

19,500
i $482,637

Custodial Credit Risk — Custodial credit visk is the risk that
the System will not be able 1o recover the value of its
investments or collateval securities that are in the possession
of an outside party if that outside party {ails. The System
does not have a policy regarding custodial credir risk. As of
June 30, 2012 and 2011, all of the System3 investments,
excluding invested securities lending collateral, are held in
the System’s name, and/or not exposed 1o custodial credit
risk. Securities lending collateral is invested in the lending
agents investment fund (see Note 4 — Securities Lending
Program).

Credit Quality Risk — Nationally recognized statistical rating
organizations provide ratings of debt securities quality based
on a variety of factors, such as the financtal condition of the
issuers, which provide investors with some idea of the issuers
ability 1o meet its obligations, The System’s investment policy
dictates that assets shall generally be invested in investmeni
grade, marketable, fixed-income securities. Domestic fixed
inenme imvestment grade shall be defined as being rated Baa/
BBB or betier by Moodys Investors Service (Moody’s) or
Standard & Poors Corporation (S&P). "Yankee” bonds issued
by foreign countrics and denominated in .S, dollars are

allowed so long as they are vated Baa/BBB or better by
Moodys or S&P I a security is not rated by S&P or Moodys,
the equivalent rating determined by the investment managers
research department will be used. Should a eurrent holding
fall below this standard, the manager shall notify the System
of the downgrade and confer with the System siaff as 1o
whether the security will continue to be held or disposed. Up
to 10% investrent in BB or B securities will be permitted
with written authorization of the Board. The investment
managers employed to manage lxed-income seeurities will
have discretion in the day-to-day management of the funds
under their control.

The Systen may hedge against the possible adverse effects of
currency luciuations on the System’s portloko of
internarional fixed income obligations when it is considered
appropriate. This is typically achieved using forward currency
contracts. Short-term investments may consist of commercial
paper rated at least Al or P1, repurchase agreements, shori-
tenn U.5. securilies, and other money market investraents.

On August 5, 2011, S&P lowered its long-term credit rating
on debt of the U5, government from AAA to AA+. Thal
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NOTE 3 - INVESTMENTS {Continued)

action affected S&P%5 view of U.S. public finance debt
instriments that are clirectly or indivectly backed by the US.
As a result, on August 8, 2011, S&P lowered its long-teym
credit ratings of 1.5, governmeni-sponsored enterprises and
public debt tssues that have credit enhancement gharantees
by those povernment-sponsored enterprises to AA+. These
credit downgrades relate to the credit risk associated with the
System’s invesiments it 1.5, Treasury securities, US.
goverpiient agency securities, U5, government bends, and
LS. governmem montgage-backed securities,

RATINGS OF FIXED INCOME INVESTMENTS
as of fune 30, 2002 (Doltars In Thausands)

S&P .. FairValueasa
quality Fair Value- % of Total Fixed
rating . Ancome.

3 2.6%6
8,844
i5.559
15,186
10,083

1,718
325,736
$ 379,822

FOREIGN CURRENCY RISK ANALYSIS
os of june 30, 2012 (Doltars in Thousands)

The [oliowing table provides information as of fupe 30, 2012
and 201! concerning credil rislk. Investments issued or
explicitly guaranieed by the U5, government of
$124,470,000 and $321 406,000 as of June 30, 2012 and
2011, respectively, are not considered to have credit risk and
are exeluced from the tables below.

RATINGS OF FIXED INCOME INVESTMENTS
s of june 30 2011 (Dotlars In Thousands)

5&P Fair Value as a
quality Fair Value % of Total Fixed
rating income

b 5927
874

5827

24,190
32.876
22,768

2,811
1779

$ 198,052

The following tables provide information as of Junc 30,
2012 and 2011, concerning the fair value of invesuments and
foreign currency risk:

Private

P._enc_ling Foreign

Ly iy Fixed
.Curr?e_ncty Name . (;ash . Equity E_quat.y Income - C_u_rrency
: S : : : TR . Exchanges . .
10,014 ¥ 39
43,257 a2
5,757 3
36,405 : 285
(30
)
43
3,389
4594 j (8)
t5,536 -
$ 170,291 13612 § 452
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NOTE 3 - INVESTMENTS (Continued)
investnent policy permits individual investinent managers 1o

defensively hedge curreney to mitigate the impact of currency
Nucruation on the underlying asset value.

Foreign Currency Risk — Foreign currency risk is the visk that
changes in exchange rates will adversely affect the fair value
ef an investment. To mitigate this risl, the System’s

FOREIGN CURRENCY RISK ANALYSIS
as of fjune 30, 201 1 (Dollars In Thousands)

Pending Foreign
Currency
Exchanges

Fixed
income

Private .

Equity Total Exposure

Currency Name Cash

41929

4,308 .

3979
47.686

limired. Derivative investments are reported at fair value,
Securities traded on a national or international exchange are
valued at the last reported sales price on the last business day
of the fiscal year at carrent exchange rates, il applicable.
Investments thai do not have an established market are
reported at estimated fair value based on the most recently
available invesier reports or audited financial statements
issued by the manager «f those Rands. The fund manager

Concentration of Credit Risk - The Systems investment
policy limnits investment managers 10 no more than 10% of
the System’s assets under their management to be invested in
securities of any single issuer with exception of the U.S.
Goverament and its agencies. As of june 30, 2012 and 2011
the Systein did not hold investments in any one issuer,
excluding investmenis issued by or explicitly guaranteed by
the U.S. Government, that represented five percent or more

of the total Sysiem net assets.

Derivatives — The Systenns investment policy allows lor
investraents in derivative instnuments that comply with the
System’s basic objeciive of achieving ihe highest return on
investment funds, consistent with safety, and in accordance
with accepted investment practices. Due to the level of
volatility associated with certain derivative investments in
general, the System specifically prohibits investment
managers [rom using devivative or synthetic securities that
expose the System to porentially high price volatility or are
leveraged, or whose markerability may. become severely
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provides an estimaled unrealized gam/loss of the fund hased
on the most recently available audited financial statements
and other fund information. Futures contracts are marted-io-
market at the end of each trading day, and the settlement of
gains or losses occur on the following business day through
variation margins. As a result, futures have no fair value as of
June 30, 2012 or 2011, The fair value of international
currency lorwards represents the unrealized gain or loss on
the related contracts, which is calculated as the difference
bewween the specified contract exchange vate and the
exchange rate at the end of the reporting period.
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NGTE 3 - INVESTMENTS [Continued)

The fair values and notational amtounts of derivative instruments owtstanding as of June 30, 2012 and 2011, classified by type,
and thr changes in lair value of such derivanve instramenus for the years then ended as reported in the 2012 and 2011 financial
statements are as lollows (in Thousands):

DERIVATIVE INSTRUMENTS
as af jure 30, 201 2 (Doliors In Thousands)

Investment Derivative ) e - Notional
' - Classification Ambunt Classification Amount Amount/
instruments - L ] Shares

300,829

Investment Income 849Y: Real Assets

Investment Income 943 Foreign Currency Conltracts, net

Investment Income

Investment Income : Global equity

DERIVATIVE INSTRUMENTS
.as of june 30, 2011 (Doflars In Thousands)

. Investment Derivative

: Classification . Amount” Amount/’
Instruments. SRR

Class;fi,c'éjiion'_i_': -
i _Shares.

nvestment Income Real Assets

nvestment Incame Fareign Currency Contracts, net

Fixed Income - collective
short-term investments

Giobal equity

{nvestment Income
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NOTE 3 - INVESTMENTS (Continued)

Derivative investments are subject to certain types of visks,
including counterparty credit risk {non-exchange traded),
miterest rate tisk, and loreign currency risk. The following
describes the risks applicable to the investment derivative
instruments that are reported as of June 30, 2012 and 201 1

Counterparty Credit Risk — The System is exposed to credit
visk on derivative instrurnents that are 1n asset positions and
non-exchange traded. As of June 30, 2012, the System
entered into infrastructure and commaodity swaps with
notional amounts of $74,041,000 and $226,788,000,
respectively, held by counterparties with S&P ratings of A.
The System’s investments in forward currency contracts bear
counterparty evedir risk in that panies to the contracis may
{fail 1o perform according to the tenns of the contract. As of
June 30, 2012, total commitments in lorward eurrency
contracts Lo purchase and sell international currencies were
$46,207 000 and $46,207,000 respectively, with fair values of
$46,424,000 and $45,979 000, respectively, held by
counterparties with S&¥ rating of A and above. As of June 30,
2011, the System entered into an infrastructure swap with a
notional value of $37,408,000 held by a counterparty with an
A+ tating. As of June 30, 2011, toal commitments in [orward
curreney contracts 1o purchase and sell international
currencies were $26,265,000 and $26,265,000 respectively,
with fair values of $26,244 000 and $26,154,000,
respectively, held by counierparties with S&P vating of at

least AA-

Interest Rate Risk — The System had expnsure 10 inlerest rate
risk on its lully collateralized commeodity and infrastruciure
swaps. The fair values of the commodity swaps were marked-
to-market daily based on their applicable indices, net vahes
are adjusted with unrealized gains and losses and are
collateralized 10 minimize courterparty visk. As of June 30,
2012, the System invested in infrastructure and commodity
swaps with notional amounts of $74,041,000 and
$226,788,000, respeciively. The System receives the total
veturn S&P Global Infrasruciure Index, ner of the 3-LIBOR
phus 50 10 35 basis points. The System also receives the teral
rerum United States three month Treasury Dhill rate plus 10 to
12 basis peints [or the commadities swaps, The infrastructure
swaps were executed in December 2011 and April 2012 and
mature in December 2012 and April 2011 with a quarterly
vate reset {requency. The commodity swaps were.execuied in
June 2012 and matured in August 2012 with a monthly rate
reset frequency. The System does not have a policy regarding
interest rate risk, however, the System does seule on a
transaction plus one day basis {T+1}, therefore limiting the
System’s exposure to counterparty risk,

As of June 30, 2011, the System invested in an infrastrueture
swap with a notional amount ol approximatety $37,408,000
in which it received the total return S&F Global

Infrastructure Index, net of the 3-month LIBOR plus 33 basis
points. The System executed the infrastructure swap in April
2011, which matured in Apvil 2012 with a quarierly rate reset
lrequency. As of June 30, 2012 and 2011, the Systems
derivative investrnenss had maturity dates of tess than

orie year.

Forrign Currenry Risk - This is the risk that changes in
exchange rates will adversely affect the (aiv value of
undertying invesunents. To mitigate this risk, the Sysiems
investment policy permits individual invesrmem managers 1o
mitigate the impact of currency fuctuation on the underlying
asset value, The System’s investment managers enter into
international forward currency contracts, which are
commitmenis to purchase or sell stawrd amounts of
international currency. The System utilizes these contracts to
eontrot exposure and facilitate the setdement of international
security purchase and sale iransaciions. At June 30, 2012 and
2011 the System’s net position in these contracts is recorded
a1 fair value as international currency contract investments,
The fair values ol imternational currency contracts are
determined by quoted currency prices from national
exchanges. The System’s commitments relating to forward
cunency contracts are settled en a net basis,

The following tables provide information as of June 30, 2012
and 2011, concerning the fair value of forward currency
contracts and foreign currency risk:

FAIR VALUE OF FORWARD CURRENCY CONTRACTS
AND FOREIGN CURRENCY RISK '
as of une 30, 204 2 (I Thousands):

CForeign . oo
 Giirrency . - _._R_!.ths
- Exéhanges - 0 L
39 $ -

82 -

279 39
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NOTE 3 -~ INVESTMENTS (Continuved}
FAIR VALUE OF FORWARD CURREMNCY CONTRACTS

AND FOREIGN CURRENCY RISK
os of June 30, 201 | (in Thausands):

2011

Pending
Foreign
Currency
Exchanges

Rights

Currency Name

$ - $ 2

100

{40)

NOTE 4 — SECURITIES LENDING PROGRAM

The San José municipal code and the invesiment policy
adopted by the Board permit the use of a securities lending
program with its principal custodian bank. The Systemn does
not have a threshold {or securities lending activity The
investment policy requires that loan maturities cannot exceed
one year, and no tmore than 15% of the portiolio can be lent
longer than six months. The System had a cuslodial
agreement with the Northern Trust Company, which
authorized the Northern Trust Company to lend securities in
the Systents investment portfolio under such terms and
condilions as the Northern Trust Company deemed advisable
and 1o permit the lent securities to be translerred into the
nmame of the borrowers. As of Aagust 13, 2011, the System
exited the Northern Trust securities lending progra.

While in the Northern Trust securities lending program the
System received a lee from the borrower for the use of the
lent secutities. The System had no exposure 1o borrower
credit risk related to the securities lending transactions as the

Northernn Trust Company was responsible for replacement of
the tent securities with other securities of the same issuer,
class and denomination, or il such securities were not
availahle on the apen markey, the Northern Trust Cornpany
was required 1o credit the System’s acconnt with the market
value of such unreturned loaned securities if the lem
sectrities were not rerurned by the borrower. All securities
toan agreements could be terminated on demand within a
period specified in each agreement by either the System

or bortowers.

Securities lending collatera] represents investments purchased
with cash collateral, as well as securities collateral that may
not be pledged or sold without a default by the borrower.
Securities lending collateralized with securities that ¢annot be
pledged or sold without borvower default are not reported as
assets and liabilities in the statement of ret assets. The System
does not match the maturities of investments made with cash
collateral with the securitics on loan.

The System authorized The Nerthern Trust Company to
invest and reinvest cash collateral in Northern Trust’s pooted
investment vehiclr, which must have a weighted average life
ol 60 days or less. Securties with matarities of 13 months or
move must have a rating of A or beter. Securities with
maturities of less than 13 months are rated at least P-3. As of
Jume 30, 2011, the size of the cash collateral pooled vehicle
was $27.8 billion and the weighted average fife was 21 days.
The cash collateral investments included time deposits (12%
ol the pool), repurchase agreements (22%), asset backed
securities {4%), certificates of deposit (209%), variable rate
securities {9%), and commercial paper and other bank

notes (33%).

The toaned securitics as of June 30, 2011 consisted of 1.5
Treasury securities, U.5. government agency securities,
domestic corporate bonds, domestic equily securities, and
international equity securities. In return, the System received
collateral in the form of cash or securities equal 10 102% for
U.S. securities and 105% lor non-U.S. securities of the market
value of translerred securities plus acerued interest for
reinvestment, :

As of June 30, 2011, the underlying secutities loaned by the
System as a whole amounted 10 approximately $162,705,000.
The cash collaieral and the non-cash collateral totaled
$161,942.,000 and $4,345,000, respectively. The System was
exposed 1o investment risk including the possible loss of
principat value in the cash collateral pool due 10 the
lucruation in the marker value of the assets held by the cash
collateral pool. As of June 30, 2011, the net asset value (NAY)
of the cash collateral pool was 100% based on a combination
of mark-to-model and mark-to-market hasts,
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SECURITIES LENDING - INVESTMENT AND COLLATERAL RECEIVED
{at Fair Value in Thousands)

Tybe of Investment Lent

For Cash Collaterat

LJ.5. povernment and agencies

Domestic corporate bonds

Domestic equity securities

US. treasury notes and bonds

International equity securities

Total Lent for Cash Collateral

For Non-Cash Collateral

Domestic corporate bonds

Domestic equity securities

U5, treasury notes and bonds

tnternational equity securities

Total Lert for Non-Cash Collateral

Total Securities Lent

“Type of Collteral Received

Cash Collateral

Mon-cash Collateral

For lent domestic corporate bonds

For lent domestic equity securities

For fent U.5. treasury notes and bonds

For lent internationat equity securities

Total Non-Cash Collateral

Total Collateral Received
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.—-._Notes to Basic Financial Statemesis coumued -

NQOTE 5 - PEFINED BENEFIT PENSION PLAN: CONTRIBUTIONS, FUNDRED STATUS AND FUNDING PRDGRESS

Contributions to the Definetl Benefit Pension Plan by both the
City and the paricipating employees are based upon an
actuarially determined percentage of each employee’s
pensionable and earnable salary sufficient to provide adequate
asse1s to pay henchis when due. On June 24, 2008, the City
Counicil adopted ordinance No, 28332 amending Chapier
3.28 of Title 3 al the San José Mumicipal Code to provide the
City with the option 10 make lump sum payments of City
required contributions 10 the System.

1n addition, in November 2010, the Board adopted a funding
pobicy setting the annual required conmiribuiion to be the
greater of the dollar amount reported in the actuarial
valuation or the dollar amount determined by applying the
percentage of payroll veported in the valuation to the actual
payroll, if actual payroll exceeds the acivarial payrotl, for the
hiscal year. The annual vequired contribution determined in
the June 30, 2010 valuation for fiscal year ending June 30,
2012 was the greater ol $86,888,000 (il paid a1 the beginning
of the fiscal year} or 28.34% nf actual paymi for the fiscal
year. The actual payrolt for the fiscal year of $224,742 000
was less than the actuarial payroll of $318 544,000 resulting
in an annual required contribution of $86,888, 000 as of fuly
1, 2011, excluding year end coutributions receivable and
prior year contribution adjusiments,

On July I, 2010, the City paid the actuarially determined
prepayment amourtt of $66,986,000 for hiweekly pension
and postemployment health contributions 1o be made for the
26 pay dates Irom july 2, 2010 through June 17, 2011, The
City also paid $503,000 for the reconciliation of fiscal year
2010-2011 pension and postemployment health
coniributions per San José Municipal Code 3.28.940(F),
which requires the Board to determine whether the lamp sum
advance payment(s) and the paymenis that otherwise would
have been required in the absence of the lnmp sum advance
payment are actuariafly equivaleni. At year end the acerued
contributions receivable included the City funding the
Defined Beneht Pension Plan ARC for fiscal year 2011 based
on the June 30, 2009 valuation. In order to avoid creating 2
net pension ohligation the City cleeted not 1o phase-in the
impact of the june 30, 2009 assumption changes on the
coniribution rates over a five-year pertod as ortginally
adopted by the FBoard,

in addition, effective June 27, 2010 through June 25, 2011,
the hargaining unit represeming Assoctatiom of Maintenance
Supervisory Personnel (AMSP), Assoctation of Engineers and
Architeeis (AEA), Operating Engineers Local No. 3 (OE#3),
City Assoelation ol Managentent Professionals (CAMP), and
the International Brotherhood of Flectrical Workers (IBEW)
entered into a Memorandum_of Agreement {MOA)} with the

City 10 make one-time adcditional retirement conrributions
that would be apphed to reduce the contributions that the
City would otherwise be required 10 make during that time
period for the penston unfunded liability. The one-time
contribution amours varied by bargaining unit, but all
summed 1o 10.83% of applicable payroll for the fiscal year.
The MOAs also included langnage recognizing that the ‘
additional coneribulions could not be implemented by June
27,2010, and allowed {or the Finance Deparemetyt of the City
Lo compue a rare that would generate the wial amount of
additional retivement coritributions over the remaining pay
periods in the fiscal year as if the contribution 1ate had been
implemenied on june 27, 2010, The City's Finance
Department calculaled and implemented an additional
13.05% of comributions effective on August 22, 2010. The
contribution rates provided helow do not reflect the
additional retirement comimibutions made by employees.

The significant actuarial assumptions used o eompute the
acraarially delermined contribution requiverment are the same
as those used to compute the actuarial acerued liability shown
in the Schedule of Funded Status foc the Defined Benefit
Pension Plan.

The City and the participating employee contrihution rates in
eflect during the fiscal years ended June 30, 2012 and 2011

were as follows:

City*o

Period

44.45%
28.34%
25.75%

* The actual contribution rates paid by the City for fiscal year
ended fune 30, 2017 differed due to the City funding the
annual required contribution armount based on the greater

of the dollar amount reporterf in the octuarin valuation or

the doliar amount determined by apblving the percentoge of
payrall reported in the valuotion to the actual payrol, if actuol
payroll exceeds the actuariol payroll, for the fiscal year In
fiscal year 21 the actual rontribitions rates paid by the City
differed os o result of the ity exercising its option to moke
annual lump sum payments and due to the additional contri-
butions paid by the employees. In addition, in fiscal year 2011
the City elected to fund the actuarial required contribution
amount and not the phase-in contribution armount.,
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NOTE 5 - DEFINED BENEFIT PENSION PLAN: CONTRIBUT{ONS, FUNDED STATUS AND FUNDING PROGRESS

{Continued)

The funded staius of the Defined Benefit Pension Plan as of June 30, 2011, the most recent actuwarial valuation date. is as

follows {in Thousands):

Actuarial Actuarial Actuarial Annual UAAL as a
Valuation Value of Accrued Unfunded - Funded Covered Percentage
E‘; . . Asset Liability AAL (UAAL) Ratio P i of Covered

ate Sets (AAL) ayre Payrol!

{a) (b) (b-a) {a) / (b) (<) {{b-a)/c)

$ 1,788,660 : $ 981,567 65% $ 228936 %..

The UAAL of $982 million does not include the impact of
approximately $28 million of accumulated deferred
investment losses resulting primarily from unfavorable
invesinent returns in fiscal years 2008 and 2009, The
System3 actuarial valuation uses a five-year smoothing
method for investinent returns, This weans that the current
yeark gatns or losses, as calculated at year-end, are
smoothed with the resulis from the prior lour years. The

~ deferred investment Joss also includes 80% or
approximatety $131 million in investment gains for fiscal
year 2011, Tt is anticipated thal future actuarial valualions
will recognize the remaining deferred investment losses of
approxunately $28 million as deseribed above.

The June 30, 201} valuation included a change in the
expecied rate of return from 7.9%9% to 7.50% and a change
in the payroll wage inflation assumption from 3.90% to
3.25%. In addition, the Board approved the aciuarys
recornmendation to explicttly include administrative
expenses and SRBR costs as additions to normal cost
(valued a1 0.70% of payroll lor administrative expenses and
0.35% of the market value of assets for the SRBR) in the
June 30, 2011 valuation. The expected rate of requr of
7.530% is now only net of investiment manager fees. The
valuation also includes significant experience changes of the
System including a 14% reduction in the number of active
members and a 24% reduction in the expected payroll.

The June 30, 2011 valuation contains the Board adopted
30420 layerec amorization methodology which includes
the amortization of the unlunded liahility as ol June 30,
2009 over 30 years from that date, and the amonization of
subsequent gaius and losses or assumption changes
amartized over 20 years from the valuation in which they
are first recognized. The equivatent single amortization
periad for the June 30, 2011 valuation is 25.2 years,

Actuarial valuations of an ongoing plan involve estimates of
the value of reporied amounts and assumptions about the
probability of occureence of everus far into the future,
Examples include assumpiions about future employment,
niortality, and investment return. Experience studies are
perforined by the Boards actuary 10 determine continual
reviston to the actuarial assumptions as actual resulis are
comnpared with past expectations and new estivnates are
macde about the future,

The System transitioned lrom bienniat 1o annual vatuations
beginning june 30, 2010. The contribution rates for fiscal
years ended June 30, 2012 and 2011, were hased on the
actuarial valuations performed on June 30, 2010 and 2009,
respectively, except for the period June 24 through June 30,
20137, which were based on the June 30, 2011 valuation;
the significant actuartal methods and assumptions used (o
compute the aciuariatly determined annual required
conwibutions and the lunded status ave as lollows:
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NOTE 5 - DEFINED BENEFIT PENSION PLAN: CONTRIBUTIONS, FUNDED STATUS AND FUNDING

PROGRESS (Continued)

Description

Method/Assumption

June 30,201

june 30,2009

Entry age normat cost
method

" Entry age normat cost
. method

Level percentage of payroll

. Level percentage of payroll

20-year layered, closed, ievel

6/30/2009 UAAL amortized

# percentage of payroll with the

over a closed 30-year period.

: 20-year layered, closed, level
! percentage of payrolt with the
6/30/2009 UAAL amortized
over a closed 30-year period.

: 5 year smoothed market

7.75% per annurm

male and fernate RP-2000
combined employes and
annuitant mortakty tables
projected to 2015 and set

¢ back two years. For disabled
annuitants, the CalPERS
ordinary disability table from
their 2000-2004 study for
miscellaneous employees.

: The 1994 Group Annuity
= Mortality Table set back
¢ three years for males and
one year for fernales was
* wused for healthy retirees and
? beneficiaries. The disabled
© mortality table used was the
2 1981 Disability Mortality

. Table.

Tables based on current
experience

Tables based on current
experience

increase is 3.25% wage infla-

. for meritflongevity for years
o

:g*gj: service,

The base annual rate of salary
4 tion rate plus a rate increase

225 () to |5+ ranging from 4.50%
to 0.25% at the 14th year of

The base annual rate of

S5 salary increase is comprised
¢ of a2 3.67% inflation rate plus
0.41% for wage inflation for
a total rate of 408%.This is
added to a rate increase for
meritfongevity for the first 5
years of service ranging from
5.50% to 0.75% at the 3th

The schedules presented as required supplementary
infarmation [ollowing the notes 1o the financial statements
present multiyear trend information. The Schedule of
Funding Progress for the Defined Benefit Pension Plan
presents information about whether the actuanal values of
plan asseis are increasing or decreasing over time relative to
the actuarial accrued liabilities for benelits. The Schedule of
Emplnyer Conributions {or the Defined Benefit Pension Flan

50

presents trend information about the amounts coniributed to
the pian by the employer in comparison to the anntal
vequired contribution (ARC). The ARC represents a level of
funding that, il paid on an ongoing basis, is projected to
cover normal cast for each year and amortize any unfunded
actuarial liabilities (or funding excess} over a period not 1o
exceed thirly years.
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NOTE 6 - POSTEMPLOYMENT HEALTHCARE PLAN CONTRIBUTIONS, FUNDED STATUS AND FUNDING

PROGRESS

Contributions 1o the Postemploymen Healtheare Plan are
made by hoth the City and the participating cmployees.
Contribution rates [or fiscal years ended June 30, 2012 and
2011 were based on the actuarial valuation peclocmed as of
June 30, 2010 and 2009, respectively. The contribution raes
for the majority of fiscal year ended june 30, 2012 (through
period ended June 23, 2012} were hased on the actuarial
valwalion performed on June 30, 2010, The System's most
recent valuation as of June 30, 2011, was used to determine
the conttibution rales effective June 24, 2012,

Prior 1o July 1, 2009, annual contributions for the
Pastemployment Healthcare Plan were based on the cost for
funding, as a level-percentage of payroll, based upon a 15-
year projection of premiums {(Policy method). The
contributions were not sufhicient 1o meet the requivements ol
an annual required contribution under GASE Statement No.
43. After June 30, 2009, the comribulion rates represent the
cost to phase in tn the full annual required eontribution
under GASE Statemeni No. 43 over a five year period.
Effective June 28, 2009, the bargaining units representing the
Federated members of the Sysiem agreed in a Memaorandum
of Agreement (MOA) with the City 1o increase contribution
rates for retiree health and densal benelits im order 1o phase-in
full funding of the GASRB Statement No. 43 armual required
contributions over the nexti five years; fiscal yrar ended June
30, 2012 was ihe third year of the phase-in. The MOA also
provides that the five year phase-in of the ARC will not have
an incremental increase of more than 0.75% of penstonable
pay in each fiscal year for the employee or City contributions,
Notwithstanding these limitations on incremental inereases,
the MOA further provide that by the end of the Rve-year
phase-in the City and the employees shall be contribuding the
full ARC in the ratio currently provided in the relevant
sections of the San Jose Munieipal Code,

In addition, in Noveraber 2010, the Board adopted a funding
policy setting the annual contriburion to be the greater of the
dollar amount veported in the actuarial valuation or the dollar
amount determined by applying the percentage of payroll
reported in the valuation o the actual payroll, if actual payroll
exceeds the acuarial payroll, for the fiscal year. The annual
contribution determined in the June 30, 2010 valuation [or
fiscal year encling June 30, 2012 was the greater ol
$21,471,000 (if paid on 07/01/2011) or 7.16% ol actual
payroll {or the fiseal year. The actual payrol] for the fiscal year
of $224,742,000 was less than the actuarial payroll of
$318,544,000 resulting in an annuat contribution of
321,471,000 as of July 1, 2011, excluding year end
contributions receivable, the implicit subsidy, and prior year
contribution adjustments.

The City and the participating employee contribution rates in
effect during the fiscal years ended June 30, 2012 and 2011
for the Postemployment Healthcare Plan were as follows:

Period

* The actual contribution rates pard by the Gity for fiscol year
ended fune 30, 2012 differed due to the City finding the annual
required contribution armaurt bosed on the greater of the doflar
omount reported in the actuarial valuation or the dofler amourtt
determined by applying the percentoge of poyroll reported in
the vaiuation to the actual payroll, if actual poyroll exceeds the
actuoriol payrol] for the fiscal year In fiscal year 2011 the actual
contribittions rates paid by the City differed us o result of the City
exercising their option fo maoke onnuol fump sum payments,

The funded status of the Posteinployment Healthcare Plan as of June 30, 2011, the most recent actuanal valuation dare, s as

tnllows (Tn Thousands):

.. Actuarial

CUAAL 364

'.ﬁa'clt‘u:tzfi ﬁ:?ﬁ:r:;’ - " Accrued ‘Unfunded Funded 'ci%eu:ii + : “Percentage of
~ Date. ool Liabilty  AAL{UAAL) Ratio.  ToiSoS Covered
54 . (AAD : _ BT y - Rayrol
(a) (b-a) (a) / {h) (<) {{b-a)/c)
3 135454 % 1,009,905 % 228936
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NOTE 6 - POSTEMPLOYMENT HEALTHCARE PLAN CONTRIBUTIONS, FUNDED STATUS AND FUNDING

PROGRESS {Continued)

As of Junie 30, 2011, the Systems most recent valuation, the
System's GAAL increased by approximately $192 miltion
primarily due to the decrease in the blended GASB
investment rate of return from 6.71% t0 6.10% and changes
in actuarial assumptions as recommend by the Boards actuary
* in the June 30, 2010 experience study. The Sysiem’s OPEB
discount rate is based on a blended rate that ranges between
the expectrd rerorn on the Chy's unrestricted assets (4.0%)
and the expected veturn on the System’s invested assets
(7.50%) resulting in a blended discount rate of 6.10%. The
June 30, 2011 valuapon included a reduction in expected
return on City assets from 4.5% to 4.0% and in the System?s
expected return from 7.95% to 7.5%. Actuarial assumption
changes in the June 30, 201) valuation also included changes
i the wage inflation, salary merit increases, family
composition, termination rate, disability rate, retirement rate,
healthy and disabled mortatity, and refund rates assumptions.
in addition, the June 30, 2011 OPEB valuation included
retitees paying the dillerenee hetween the actual premium for
the eleeted plan and the $25 co-pay plans offered {or the first
time by the City.

The Systemn’s valuation as of June 30, 2010 included
actuartal assumption changes recommended by the actuary
and approved by the Board including increases in the
Iollowing; the Sysien’s expected rate of return from 7.75%
to 7.95%, payroll wage inflation assumpiion [roir 3.83% to
3.90%, and lengthening the select period for healthcare
trends from 9 years 1o 15 years. The increase in the
discount raie and payroll wage inflation rate assunptions
were due w0 the transition o phasing in the discount and
wage inllation rate aver two-years instead of phasing in the
impact ol the assumpiion changes on the conribution rates
overt a five-year period as originally adopted by the Board.

The lengthening of the select pericd for the healthcare trend
assumpdion was recommended by the Boards actuary due 10
the acruarys expectaiions for the future.

Actuarial valuations of an ongoing plan involve estimates of
the value of reported amounts and assumptions about the
probability of occurrence of events far into the hiture.
Examples include assumplions about {uture employment,
monality, and the healiheare cost trend. Acruarially
determined amounts are suhicct 1o comtinual revision as
actual resulis are compared with past expectarions and new
estimates are made aboui the future.

Projections of benefits lor financial reporting purposes are
based on the substantive plan in ellect and include the types
ol benefits provided at the time of each valuation and the
historical pattern ol sharing of beneht costs between the
empioyer and plan members 1o that point. The actuatial
methods and assumptions used include techniques that are
designed to reduce the effects of short-term volatility in
actuarial accrued Habilities and the actearial value of assets,
consistent with the long-term perspeaive of the
calculations.

The System transitioned from biennial to annual valuations
beginning June 30, 2010. The contribution rates for fiscal
years ended June 30, 2012 and 2011, were based on the
actuartat valuations petrformed on June 30, 2010 and 2009,
respectively, except for the pertod June 24 through June 30,
2012, which were hased on the June 30, 2011 valuation: the
significant actuarial methods and assumptions used to
compuie the actuariatly determined annual required
contributions and the unded status are as lollows:
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NOTE 6 - POSTEMPLOYMENT HEALTHCARE PLAN CONTRIBUTIONS, FUNDED STATUS AND FUNDING
PROGRESS {Continued)

Pescription Method/Assumption

June 30,201

Entry age norrmal cost
rethod

June 38, 2009

Entry age normat cost
method

Level percentage of payroll Level percentage of payrofl

20-year layered, closed, level
percentage of payroll with the
&/30/2009 UAAL arnortized
over a closed 30-year period.

20-year layered closed, level
percentage of payroll with the
&/30/2009 UAAL amortized
over a closed 30-year period.

Market value Market vaiue

: 6.10% +
3.25%

The base annual rate of salary
 increase is 3.25% wage infla-
tion rate plus a rate increase
= for merivlongevity for years

0 1o 14+ ranging from 4.50%
% to 0.25% at the 15th year of

£ service,

2 The base annual rate of sal-
. ary increase 15 comprised of
a 3.67% inflation rate plus
0.41% for wage inflation for
} a total rate of 408%. This is
: added to a rate increase for
meritlongevity for the first 5
years of service ranging from
5.50% to 0.75% at the 5th
year of service,

383%

3.25%

The valualion assumes that
future medical inflation will
i be at a rate of [0% per
£ annurn graded down each
year in 0,50% increments to
an ultimate rate of 4.5% for
- medical-pre age 65 and 7.5%
- per annum graded down
each year in 0.25% incre-
mierits to an ulttmate rate of
4.5% lor medical-post age 65.

The valuation assumes that
future medical inflation will

be ata rate of 9.1 7% to 4.5%
per annurn graded down over
a 15 year period for medical-
pre age 65 and 6.83% to
4.5%per annum graded down
over a |5 year period for
medical-post age 65.

Diantal inflation % assurmed to
be 5% graded down to 4%
over a four year period.

& Drental inflation is assumed 1o
be 4.50% graded down to 4%
over a three year period.

 Determined as o blended rate of the expected long-te-m irvesirment returns on binn ossets and en the City's investments, based on the
funded tevel of the plan ot the valuation dove.
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NOTE 6 - POSTEMPLOYMENT HEALTHCARE PLAN CONTRIBUTIONS, FUNDED STATUS AND FUNDING

PROGRESS {Cantinued)

The schedules presented as required supplementary
information following the notes to the financiat statements,
present mulliyear trend information. The Schedule of
Funding Progress for the Postemployment Healthcare Benehit
Plan presents information about whether the actuarial values
of plan assets are increasing or decreasing over rime relative
to the aciuariat accrued liabilities lor benefits. The Schedule
of Employer Contributions for the Postemployment
Healthcare Bentelu Plan presents trend infonmnation about the
amounts contributed o the plan by employers in comparison
to the annual reguired contribution (ARC) determined in
accordance with the parameters of GASB Statement 43. The
ARC represents a level of funding thay, i paid on an ongoing
basis, is projected to cover normal cost for each year and
amortize any unfunded actuarial liabiities (or funding excess)
over a period not 1o exceed thirty years.

NDTE 7 - SUBSEQUENT EVENTS

Commitments ~ As of June 30, 2012, the System had
unfunded commitments ro contribute capial for private
equity fund investments in the amount of $105,377,000.

New Benefut Tier — On June 5, 2012, the voters of San Jose
enacted the Sustainable Retirement Benefits and
Compensation Act (Pension Act). The Pension Act amended
the City Charier to change benefhis for current employees to
estabiish different benefits for new employees and to place
other limitations on benefits.

Section 1508-A of the Pension Act applicable to new
employees was adopted on August 28, 2012 by San Jose City
Counctl Ordinanee No. 29120 10 provide Tier 2 pension
henelits for new Sysiem members bived on or afier
September 30, 2012, The new tier includes significant
benefit changes from the existing Tier 1 plan including, but
not imited to, a decrease in the benefits multiplier from
2.3% pey year to 2.0% per year, an increase [rom 55 years 1o
85 years of age for revirement eligibitiy at full benefits, a
consumnet price index driven cost-of-living increase with a
maximum of }.5% instead of the existing annual Axed 3.0%
increase, a decyease in maximum benefit 10 65% of final
average salary from 75%, no survivor benefits lor death after
retirement unless the member elects a reduced beneht,
pensicpalile compensation to be based on base satary only,
rather than base compensation pfus premium pays; members
10 contribute 50% of the total Normat Cost, any accrued
unfunded actuayial liability and administrative costs of the
System; yeur of service credit Lo requive 2080 hours of work
rather than 1730 hours of wark and final average
eompensation hased on the highest consceutive 3 years of
compensation compared 1o highest } year. Significant
portions of the Pension Aet applicable to existing employees
and effective June 23, 2013 are currently subject to legal
chatlenge hy members of the System. Additionally, various
bargaining units represemting meinbers of the System have
fited unfaiy labor practice charges with the California Public
Employment Relations Board relaled to the Pension Act.
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Required Supplementary Infermation unaudited)

SCHEDULE OF FUNDING PROGRESS ~ DEFINED BENEFIT PENSION PLAN (Unaudited)

{Doffars in Thousands)

Actuarial Actuarial Unfunded
Actuarial Accrued Annual AAlasa
. Value of N Unfunded Funded
Valuation Assets () Liability AAL Ratio Covered % of Annual
Date (AAL) Payroll (b) Covered
Payroli

$ 1.622.851 338,092 291,405

1,756,588 729,567 308,697

1729414 780,944 275,869

1,788,660 981,567 228936

Actuarial valuations have been performed bicanially thraugh June 30, 2007, The System transitioned ta annual actuarial valuations

after June 30, 2009,

{n} Reported at “smaothed market” value determined wsing a techrique that smaoths the effect of shart-term volatility in the

market value af investments over a five-yeadr periad.

(b} Annual covered payroll represents the actuarial estimate of annual cavered payrall for the subsequent year far the fune 30,
2011 and the 2007 and priar valuations. The nmount presented far the juny 30, 2009 and 2010 valuations represents actual

annital covered payreli.

As of June 30, 2011, the Systent's most recem valuation, the
System’ lunded ratio declined from 69% to 65%, the AAL
increased by $259.9 million, and the UAAL increased by
$200.6 million. The increase in the UAAL was primarily due
Lo the asswmnption changes. The June 30, 2011 valuation
included a change in the expected rate of return from 7.95%
to 7.50% and a change in the payroll wage inflation
assumption from 3.90% to 3.25%. In addition, the Board
approved the actuarys recommendation to explicitly inelude
acdininistrative expenses and SRBR costs as additions 1o
normal cost {valued at 0.70% ol payroll for administrative
expenses and 0.35% of the marke: value of assets for the
5RBR} in the fune 30, 2011 valuation. The expected rate of
teturn of 7.50% is now only net ol invesunent manager fees.

The June 30, 2011 valuation contains the Board adopted
30/20 layered amortization methodology which includes the
amortization of the unfunded fability as of june 30, 2009
over a 30 years from that date, and the amortization of
subsequent gains and losses or assumption changes amortized
over 20 years lrom the valuation in which they are first
tecognized. The equivalen single amortization period for the
- June 30, 2011 valuation is 25.2 years.

As of the June 30, 2010, the Systemn’s funded ratic declined
from 71% to 69%, the AAL increased by $24 million, and the
UAAL increased by $531.4 million primarily due to
recognition of deferred investiment losses in accordance with
the System’ actuarial valuation method. The June 30, 2010,
valuation also included assumption changes lor the expeeted
rate of return from 7.75% to 7.95% and a change in the
payrotl wage inflaiton assumption {rom 3.83% 10 3.90%. The

increase in the discount rate and payroll wage inflation rate
assumptions are due to the transition to phasing in the
discount and wage inflation rate over twa-years ending June
30, 2011 instead of phasing in the inpact of the assumption
changes on the contribution rates over a five-year period,
which was originally adoptetl by the Federated Board for
fscal year 2070-2011 conwbutions. However, the City
elected to fund the annual required contribution amount {or
fiscal year 2030-2011 and not fund the phase-in impact of
the assumptivn ehange.

In the Systems fune 30, 2009 valuation, the AAL increased by
$525 million primarily due to demographic experience tosses
and changes in actuarial assumptions as recommended by the
Board actuary in the June 30, 2009 experience study. The
June 30, 2009 valuation included actuarial assumption
changes approved by the Board including phasing in the
impact of changes in cconomie assumptions on contribution
rates of the folowing over a five-year peviod: a reduction in
the investment return assumption {rom 8.25%, net of
expenses, to 7.75%, net of expenses, a reduetion in the
underlying inflation assumption from 4.0% 10 3.67%;a
reduction in the payroll growth assumption {rom 4.00% to
3.83%, and a reduction in the uliimate salary increase
assumption from 4.25% to 4.08%. The iinpact of the
cconomic assumption changes increased the AAL by
approximately $142,000,000 and the towl conuibution
requitcment by 3.64% prior to the impact of the 5-year phase
in changes. Changes in pre-mortality and post-mortalicy
demographie assumptions increased the AAL by $87,000,000
and the total contibution requirement by 1.58%.
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. == Required.Supplementary Information (Unaudited) continueds - 2.

SCHEDULE OF EMPLOYER CONTRIBUTIONS. -
DEFINED BENEF!IT PENSION PLAN (Unaudited)

For the six fiscal years ended June 3C, 2012
{Dallars In Thousonds)

Annual .
Fiscal Year Ended Required Percentage
June 30, Employer Contributed
Contributions* :
% 51,004
54958
57020
54,566
59.180
87082

* The annual required employer contrifbutions (ARC)

brovided above are based an the Boord adapted ARC rates
adjusted for the timing of actudf contributions including
year-end contributions receivable and priar yeor contribution
odiustiments. in addition, in fiscal year ended fune 30, 204,
the ARC has been reduced to reflect the odditiano! emplayee
contributions pursuant ta MOAs with certain bargaining units,

SCHEDULE OF FUNDING PROGRESS - POSTEMPLOYMENT HEALTHCARE PLAN (Unaudited)
{Doltars In Thausands)

UAAL as a

i . .Agﬁiuar{a._ - . e
povarst gl B ges  rundes AL st
© . . Liability.  AAL {UAAL) Ratio - Covered. -

Date . Assets (AAL) Payroll 2 Payrolt -

{a} {b-a) {a} / (b) {c) {{b-a)/c)
96,601 Hiiipteoadil § 271833 U igis
85.564 710,884 308,697 Smenint
108,011 * 3 818,360 275,869

135454 1,009,905 T 228936

As of June 30, 201 1, the System’s most recent valvation, the return on the City's unrestricted assets (4.0%) and the
System’s UAAL increased {rem $818.4 million to $1009.9 expected return on the System’s invested asseis (7.50%)
million. The Systerns UAAL increased by approximarely resulting in a blended discount rate of 6.10%. The June 30,
$191.5 million due to the drerease in the blended GASB 2011 valuation included a reduction in the expected return
discount rate from 6.71% o 6.10% and changes in actuarial on the City assets from 4.5% 1o 4.0% and in the Systen’s
assumptions as recommend by the Board’s actuary in the june expected return from 7.95% to 7.50%. Actuarial assumption
30, 2010 expertence study. The System’s discount rate is changes in the June 30, 2011 valuation also included chianges
based on a blended rate Lthat ranges between the expected int the wage inflation, salary merit increases, farily
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Required Supplementary Information (Unaudited) (cominea

composition, termination raie, disability rate, retirement rate,
healtby and disabled mortality, and refund raies assumptions.
In additoo, the June 30, 2011 OPEB valuation inchuded
retirees paying the difference between the actual premium for

. the elccted plan and the 325 co-pay plans offered for the first
time by the City.

The June 30, 2011 valuasion contains the Board adopied
30420 layered amortization methodology which includes the
amortization of the unlunded liability as of June 30, 2009
over a 30 years from that date, and the amontization of
suliseruent gains and tosses or assumption changes amoriized
aver 20 years from the valuation in which they are first
recogaized. The equivalem single amortization periond lor the
June 30, 2011 valuation is 25.1 years.

The System’s UAAL mcreased from $710.9 million as of June
30, 2009 10 $818.4 million as of June 30, 2010, Changes to
the UAAL were primarily the result of interest on the UAAL
and changes in the actuarial assumptions including the
fellowing: increases in claims cosis, the extension of the seleet
period for healthcare tvends from 9 years to 15 years, and the
increase in the payroll wage infllation assumpiton {rom 3.83%
10 3.90%. The System’s OPEB discouru. rate was based on the
blended rate between the expected return on City assets
{(4.5%) and the expected rerarn on System’s asseis (7.95%)
resulting in a blended discount rate of 6.71% in ihe June 30,
2010 valuation. The lengthening of the healthcare trend
assumption select peviod was recammended by the Board's

actuary due to the System’ currens retiree expericnce and the
acluary’s expectation for the future.

in the System’s June 30, 2009 valuation, the UAAL increased
from $520.1 million as of June 30, 2007 to $710.9 million as
of June 30, 2009. Changes 10 the UAAL were primarily the
result of unfavorable investent returns during the prior two
years andt changes in the actuarial assowmptions including
healthcare rend assumption changes, changes in cconomic
assumptions and demographic changes tn pre-mortality and
post-motiality demographic assumptions.

The June 30, 2009 valuation included actuarial assumprion
changes appraved by the Board including phasing in the
impact of changes in economic assumptions om contribuwtion
rates of the following over a live-year period: a reduction tn
the investment return assumption from 8.25%, net of
expenses, o 7.75%, net of expenses; a reduction in the
underlying inflation assumprion from 4.0% to 3.67%; a
reduction in the payroll growth assumption from 4.00% 10
3.83%; and a reduction in the ulimate salary increase
assurption from 4.25% 10 4.08%. The June 30, 2000
valuation also included the transition from a 30 year closed
arnortization peviod to a 30/20 layered amornizations
methodology There was no impact of this change on the June
30, 2009 valuation as the amortization for the first year of a
30 year closed amortization perjod was the samne as a 30 year
open period.

SCHEDULE OF EMPLOYER CONTRIBUTIONS - POSTEMPLOYMENT HEALTHCARE PLAN (Unaudited}

{Dollars In Thousands)

" Annual 'F:l.éq'uired.:\' o
- «Contributions*  *°

Fiscal Year Ended

Actual C'o_h'tributions e

$ 38,526
33.381

38,599
47593

67.583

Percentage Contributed

30%
49%
44%
36%
39%

SEEL

# The annual required employer contributions (ARC) provided above are based o

n the Board odopted ARC rates adjusted for the

tiring of actus! contributions ond include the actuarially determined implicit subsidy amaunts of $1.551 mitfien for 2008; §1,648
mitlion for 2009, 33,987 milien for 2010, $3.925 million for 2011; and $4,383 mitiion for 2012, The actual contributions incliide yeor-
end contributions receivable and prior year contribution adjustments. The fune 30, 2011 ARC has afso been corrected from $48,529
to $47593.
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- adkdther Supplementary Information e~

COMBINING SCHEDULE OF DEFINED BENEFT PENSION PLAN NET ASSETS
For the Fiscal Years Ended june 30, 2012 (Dolfors in Thousands)

Assets
Receivables:
Employee contributions $59
Employer contributions 369
Brokers and others 395
Accrued investment income 772
Total receivables 4,595
Investments, at fair value:
Securities and other.
Domestic fixed income 40,954
international fixed income 538
Coltective short-term investments 61,552
Corporate convertible bonds 12,647
Pooled fixed income 8794
Global equity 87.1%
Pooled global equity 120,666
Private equity 23,569
Forward international currency contracts H2
Opportunistic investments 20,705
Real assets 4{,328
Real estate 23871
Total investments 44,227
TOTAL ASSETS 442,822
Liabilities - o
Payable 1o brokers 1,026
Gther liabilities 349
TOTAL LIABILITIES 1,375
“Net Assets-HéId -iﬁ-Tﬁust--'Eo g - _
Pension benefits 44i447
TOTAL NET ASSETS $ 441,447
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Other Supplementary laformation: couines -

COMBINING SCHEDULE OF CHANGES IN DEFINED BENEFIT PENSION PLAN NET ASSETS
For the Fiscal Years Ended june 30, 2012 (Dollars in Thousands)

Additions

Contributions
Ermployee 2,561
Fmployer 17.586

Teotal contributions 20147
vestment income:

Net depreciation in fair value of investments (24,842
Interest income 6,827
Dividend income 2367
Net rentat income I3
Less investment expense R

Net investment loss before securities

lending inceme {17,323)

Securities lending income:

Earnings 22
Rebates 28
Fees {1
Net securities lending income 32
Net investment loss {17,291)
TOTAL ADDITIONS 2,856
Deductions o o
Retirement benefits 25,994
Death benefits 3424
Refund of contributions 277
Administrative expenses and other 850
TOTAL DEDUCTIDNS 30,542
NET INCREASE/(DECREASE) (27,684)
Naet Assets Held In Trust For D
Pension Benefits - ' e
BEGINNING OF YEAR 469,133
END OF YEAR 441,447
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COMBINING SCHEDULE OF OTHER POSTEMPLOYMENT PLAN NET ASSETS
For the Fiscol Years Ended fune 30, 2012 (Dallars in Thousonds)

Assets:

Receivables:

Employee contributlions

Ermployer contributions

Brokers and others

Accrued investment income

Total receivables

Investments, at fair value:

Securities and other:

Domestic fixed income

international fixed income

Collective short-term investmends

Corporate corvertible bonds

Pocled fixed income

Global equity

Pooled globsl equity

Private equity

Forward international currency rontracts

Oppoertunistic mvestments

Real assets

Real estale

Total investments
TOTAL ASSETS

Liabilities: .

Payable o brokers

Ovther kabilities
TOTAL LIABILITIES
‘NetAssets Held In Trust For:

Fosternploymert healthcare benefits

TOTAL NET ASSETS

See accompanying notes to basic financidal staternents. {Continued)
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Other Supplemental Information conimen -

COMBINING SCHEDULE OF OTHER POSTEMPLOYMENT PLAN NET ASSETS (continued)
For the Fiscol Yeors Ended fune 36, 2012 {Dallars in Thousands)

Additionsi

Cantributions:

Employes

Employer

Total contributions

Inwestment income:;

Net depreciation in faw value of nvestments

Interest Incorme

Dividend income

et rental income

Less investment expense

Net investment income (foss) before securities lending
income

Seeursties lending income:

Farnings

Rebates

Feas

MNet securities iending income

Net investment income {loss)

-TOTAL ADDITIDNS

Deductions:

Healtheare inzurance premiums

Administrative expenses and other 21 ;

TDTAL DEDUCTIONS 21

MNET INCREASE/(DECREASE)

_NetAssets ‘Held InTrust For
"Pension Benefits and Postemployment Hea

21.821

BEGINNING OF YEAR

"END OF YEAR
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5CHEDULES OF ADMINISTRATIVE EXPENSES AND OTHER
For the Fiscal Years Ended june 30, 2012 and 2011

Original Variance
Budget Actual Positive Actual
g {Negative)
% 2498250 % 1,931,311 g 566339
1,097,594 £§93.031 404,563
974732 549,233 25499

> $ 4,570,576 $ 3,673,575 $ 997,001

SCHEDULES OF PAYMENTS TO CONSULTANTS
For the Fiscal Yeors Ended june 30, 2012 ond 2011

201

Nature of 5ervi§e
Actuarial consuttant $ 140,550
Governance consultant
|+ Educational services 22,529
Actuarial consultant 24,749
Legal tax counsel 70,929
: Pansion system consultant -
Legal counsel 49,820
£ \Web development and raintenance 71
Prog_raming changes and business 8.979
continuance services
% External auditars 67445
Medical consultant 42,245
Reports on deceased benefit reciprents 72!
fiduciary and general counse!
Temporary staff 6,090
Legal counsel 7820
= Temporary staff -
' Temporary staff -
% 475,678
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Other Supplementary Information o)

SCHEDULES OF {NVESTMENT EXPENSES
For the Fiscol Years Ended jure 3t), 7012 and 2011

Investment Managers’ fees

Global Equity: $ 1,676,343 s
Private equity*
Total equity 1,676,343
Global fixed income 605,635
Total fixed income 405,635
Real estate 519,641
Real assets
Opportunistic 437071
TOTAL INVESTMENT MANAGERS' FEES 3,238,690
Other Investment Fees ' o
Investment consultant 310,000
Custodian bank*#
Proxy voting 13,496
Real estate legal fees 7776
Real estate apprasals** 4,600
Investrnent legal fees 68773
Total other investment service fees 404,645

TOTAL INVESTMENT EXPENSES $ 3,643,335

#n frscal year 2011 private equity and real asset ncome was reported net of fees.

#* [ fiscof year 2012 the System transitioned custodion bonks and began incurring fees. Also, in fiscal year 2012 the System sold its
only separotely held real eslate property and no fonger incurred real estate appraisal fees.
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September &, 2012

Ms. Donna Busse

Acting Direetor

San Jose Federated City Employecs' Retirement System
1737 North First Styeet, Suvite 580

San Jose, CA 95112-4505

Dear Ms. Busse:

Fiscal year 2012 began with keightened market volatility and risk avession plaguing the markets, due in
part to a renewed focus on the faltering global economy and sovereign debt issues in the Exrozone. Despite
efforis by policymakers, including the announcement of the LS. Federal Reserve’s “Qperation Twist”™ and
an expansion of the European Financial Stahility Facility (“EFSF”), the third quarter of calendar 2011 was
the worst quartey for equities since 2008. International equities trailed domestic equities, and returns for
U.S. investors were further hampered by a 1ising dollar. Emerping markets were the worst performing asset
class, due in past to inflationary eoncerns in Asia and feass over slowing global demand for exporns from the
region, Treasury Inflation-Protected Securities {"TIPS”) and investment grade bonds were top performers as
investors eontinued o reduce sisk in light of global economic uncestainties.

During the fourth quarer of calendar 2011, investors returned (o risk assets due partly to improved economic
data and hopes of a resolution to the sovereign debt issues In the Euyozone. Real GDIP growth in the U.S,
was 2.8% during the quanter, 1.0% above the level of the prior quarter, the U.S. usemployment rate declined
somewhat, and in {ate December 20111, the Buropean Central Bank (“ECB”} announced that it would make
over $600 million in liquidity available to banks across Curope. The domestic equity market, as proxied by
the Russell 3000 Index, rose 12.1% dusing the quartes, though returns for international and emerging markets
were more suhdued. The MSCI EAFE Index, a proxy for the developed international equity market, returned
3.3%, while the MSCI Emerging Markets Index returned 4.4%.

Investor uptimism persisted during the first few months of calendar 2012, as giobal equity markets soared
and U.S. stocks experienced their besc guarter since 1998, However, a numbey of neas-teym issues remained
unresclved, including sovereign debt issues in Europe, (he potential for a "hard landing” in China, and a
stalled recovery in the U.S. economny. After posting the weakest retums formajor asset classes during catendar
yeay 2011, emerging market equities were the top performess, with a return of 14.1% for the firsl guanter of
2012. The U.S. equity market, as proxied by the Russell 300{1 Index, veturned 12.9%, and de veloped market
foreign equities recouped the majority of their 2011 losses, with the MSCI EAFE Index gaining 10.9%.
Credit spreads compressed for the second consecutive quarier as investors continued to prefer riskier assets.

3190 ARMADA DRIVE SIHTE 110 CARLSBAL CA $200¥
Taf Tus 3450 fax T60 195 3445 www.meketagroup.com
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Unfortunately, after posting strong returns in the prior two quarters, global equity markets retreated again
in the final quarter of fiscal ycar 2012, Renewed concerns over the European debt ¢risis, particularly the
solvency of Spain, as well as the potential of Greece exiting the Eurozone, contributed to investors’ renewed
risk aversion. Additionally, increased political uncertainty in Grecee and France, disappointing U.S. labor
reports, and slowing growth in China and India further contributed to market volatility.

in the Eurozone, GDP was negative, after declining G. % in the first quarter of calendar 2G12. The ongoing
weakness in Burope’s economy was atributable in part 1o decreased spending resulting from ausierity
programs, coupled with declining demand for Evropean exports from China and other emerging markets. 1a
May of 2012, unemployment reached a record high of 11.1% in the Eurozone. In addition, China’s economic
growih during the first quarter fell 1o its slowest rate in three years, and Chira reduced its bank reserve
requirement for the third time in six months due (o a decline in inflation and weaker cconomic data. The
ceniral banks of emerging market countries including Brazil also cut interest rates in an attempt (o stimulaie
slowing economies. During the quarter, the MSCI EAFE Index fell -7.1%, the MSCI Emerging Markers
Index fell -§.9%, and U.S. equities fell -3.1%.

Glohally, developed markets outperformed emerging markets during the full fiscal year, as the MSCI EAFE
and the MSC] Emerging Markets indices fell -13.8% and - 16.0%, respectively. Intemational small cap stock
reterns, as proxied by the MSCI EAFE Small Cap Index, fell -15.1% for the fiscal year, U8, equity retums
were positive for the ycar, with a retern of 3.8% for the Russell 3000 Index. Global equity markets as a
whole, as proxied by the MSCI All Country World Index ("ACWT™) fell -4.7% for the year.

During the first and last quarter of the fiscal year, US. Treasuries and other high quality fixed income
securities benefited from a “flight to quality,”stcmming from the European debt crisis and concerns over the
strength of the global economic recovery. The Barclays Aggregate index returned 7.5% for the year, while the
Barclays U.S. TIPS Index was up an impressive 11.7%. The {({}-year Treasury yield fell to 1.6% at the end of
June, down frnm 3.29% at the beginning of the fiscal year.

Tn the aliemative assets space, commeoditics, as proxied by the Dow Jones-UBS Commodity Index, fell -14 4%
for the year. The Hedge Fund Research Institute Fund of Funds Composite fell -4.5% for the fiscal year, while
fiscal year retums for private market assets were modestly positive. The National Councit of Real Estate
Tiduciaries Property Index returned 12.4% and the Venture Economics Private Equity Composiie returned
9.6%. Retums for both private market indexes are fagged hy ome quarter due tn the availability of data.

Fiscal 2013 Gutlook

Meketa Investment Group believes that three issues remain of primary concem over the next year: the
solvency of sovereign governments and banks in Europe, stowing growih in China, and a slow prowing
U.S. economy that is susceptible to recession. We expect that global GDP growth will be positive, but will
continue to be slow for the remainder of calendar year 2012, This slow growth will be due to lower demand
for exports, continued apsterity measures and high unemployment in developed cconomies. Stawing growth
globally shouid keep inflation a1 moderaie levels, and deflation continnes to be a risk in the developed world.

We anticipate that additional monetary sttmulus will be implemented in Europe and the emerging markets,
and possibly in the U.S. The U.S. Federal Reserve may implement a third round nf quantitative easing
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(“QLE3"y minduece demand for credit, though the speoming general election may diminish the likelibood of such a
mave. Tax increases and spending cuts scheduled to take place in early 2013 create a “fiscal eliff” that could weigh
substantiaily on the U.S. cconomy and potentially lead to another recession. b is likely that a short-term resolulion
will be reached. though it may oot happer until afier the general electian.

The volatility io the markets, while concerning, is not unexpected, and we believe that the Retirement System’s
portfalio is diversiied in a way that provides a good chancce for achieving long-term returns to meet the Retirement
System’s obligations and objectives. In geéneral, we belicve actions should be focused on the long-term and should
be consistent with the Retirement Systent's investment pelicies.

Plan Investiment Resuits and Asset Allocation for Pension Trust

For fiscal year 2012, the San Jose Federated City Empinyees’ Retirement System returned -3.0% gross of lees
and -3.2% net of fees’, while the Custom Benchmark return for the same (ime period was -3.2%. The Retirement
System underperformed the median fund in the InvestMetrics vniverse of public funds greater than $1 billion,
which returned 1.1% gross of fees for the fiscal year.

The Retirement System’s atlocations (o international equity aod alternatives, particularly commodities, were higher
than the median allocations for these asset classes among funds in the InvestMetrics universe during the fiscal
year (and the fixed iocome allocation correspondingly fuwer), causing the relative underperformance. While the
Retirement System’s long-term return expectations are at a level that would support the Fund’s long-term assumed
rate of rerurn, the return in any single fiscal year may vary signiHeantly from this long-term average. However, in
the 12-rnonth periods ending June 30, 2011 and June 30, 2010, the Retirement System returned 19.0% and 14.0%,
respectively. The long-term return expectation takes into account both the years when refurns are figher than
expected and those when they are lower.

Duriog the fourth quarter of calendar 2011, the Board of Trostees adopted a new asset allocation in response to the
results of an asset-liability stedy, and in order to position the Retitement System to better weather future market
downturns. The Retirement System is a multi-generational entity that needs o make benefit paymeots for many
years in the future. Therefore, it is important fur the Trustees to focus on investment performance over a long-term
horizon, allowing assets to grow to meet future benefit obligations. The Retirement System moved toward the
new assel allocation beginning when it was adopted using an overlay, and is currently compleling the process of
fully completing the move using physical securities. Given the Retireinent System’s usc of passive investments
to implement the majority of ils asset allocation, the investment management expenses paid by the Retirement
System are much lowey than the expenses paid by peer institutions.

Plan Investinent Results and Asset Atincation for Health Care Trust

I July 201!, a separate Health Care Trust was cstablished with an inttial $21.5 million contiibution from the City
of Sar Jose. Prior to the establishment of this Trust, posternployment health care assets were invested alongside the
Pension Trust. For fiscal year 2012, the San Jose Federated Retiree Heazlth Care Trust Fund returned 0.6% net of
fees. The City Ordinanee required the Heaith Care Trust initially be bivested in liquid asset classes aecording to the
Pension Trust Statement of Investment Policy until a separate investment policy was developed, which is expected
to be completed during fisesl year 2013,

! Mekela Invesiment Growp uses the Global Invesiment Pedformance $tandards ((G1PS) developed by the CFA Institute
as a guide {o ealewating performance.
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Summary

to participants.

Sincerely,

LA Viljid

Lavra Wirick, CFA, CATA
Vice President

LBW/cds

7

£ .

Stephen P. McCourt, CFA

Brad Regier, CFA, CAJA
Managing Principal

Vice President
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The Retirement System Siaff and Board of Trustees accomplished a great deal from an investiment standpoint
during fiscal year 2012 through the implementation of the new asset allocation, which aims to better position the
Retirement System for potential future market environments. During fiscal year 2013, Meke(a Investment Group
looks forward 1 working with Staff and the Board of Trustees to further implement the target asset allocation
and enhapee the investment manager rosler, so that the Retivement System can continue to meet its obligations
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Statement of davestment Policy

The foliowing policy applies to both
Pension and Healthcare Trusts

General Environment

It is the palicy of the San Jose Federated City Pmployees’
Retirement Sysiem (SJFCERS) to effect economy and
efficiency in the public service by providing a means
whereby career employees or employees who have become
incapacitated may jeave publie service without hardship
or prejudice, and to that end provide 2 retirement system
consisting of retirement allowances and death benefus.

investments in such retireinent system are subject to the
restrictions specified in the San Jose Retirement Code
sections 3.24.350, 3.24.360, 3.28.350 and 3.28.355.
Furiher investment management guidelines are imposed by
the San Jose Federated City Employees’ Retirement Board
(“Board™). The Board retains its official oversight of the
System but has designated the Investment Commitiee 1o act
as a conduit [or investment issues 10 be presented

to the Board.

Purpose

The purpose of this Investment Policy Statement (1PS) is to
assist the San jose Federated City Employces' Retirement
System's Board ("Board”) and its delegate in effectively
supervising, monitoring and evaluating the investment af the
System's assets. The Sysiem's investment program is defined
in the various sections of the IPS by:

» Stating in a written document the Board's
atitudes, expectations, objectives and guidelines for
the irvestment of all the Sysiemn's assels.

Setting [orth an investment structure lor managing
the System’s assets. This structure includes various
asset classes, investment management styles, asset
allocation and acceptable ranges that, in motal, are
expected 1o produce a sufbcient level of ovrrall
diversification and 1otal investment return over the
long-term.

Providing guidelines for the investment system that
control the level of overalt tisk and tiguidity assumed
in that system, so that all the Systems assets are
managed in accordance with stated objectives.

Encouraging effective communications between the
Board, the investment consubant (Consubiant) and
the money managers.

Establishing formalized criteria to monitor, evaluate
and campare the performance results achieved by the
noney managers on a quarterly basis, or as deemed
appropriate,

¢+ Complying with applicable fiduciary, prudence
and due diligence requirements that experienced

R

investment professionals would utilize, and with
applicable laws, rules and regulations from various
lacal, state, fecderal and international potitical entities
that may impact the System’s assets.

This IPS has been formulated, based upon consideration by
the Board of the financial implications of a wide range of
palicies. and deseribes the prident investment process that
the Board deems appropriate.

The abjectives of the System have been established in
conjunction with a comprehensive review uf Lhe current and
projected [inancial requirements. The Board shall:

{1} Atemnpl to ensure that the Retiremernt System is
suffictently funded to ensure that afl present and future
disbursement abligations will be et

{2) Attempt to ensure that the investment earnings be
sufficientty high 1o provide a funding source, along with
contribwtions [rom City employees and the City, in order
10 offser Habilities in perpewity.

(3 Strive for the highest total return on investment funds
consistent with safety in accordance with accepted
investtnent praciices and maintain an
appropriate assel allocation policy that is compatible
with the abjectives of the System.

{9 Control the costs ol administering the
System's assers and managing Lhe invesuments.

Asset Allocation Policy

The lollowing policy has been identified hy the Board

as having the greatest expected investment return and

the resulting positive impact on asset values and [unded
status without exceeding a prudent level of visk. The Board
determined this policy alier evaluating the implicarions of
increased investment return versus increased variability of
eeturn for a number of potential investment policies with
varying commitments 1o asset classes.

It shall be the Policy of the Systein Lo invest its assets in
accardance with the maximum and minimum range, valued
at market value, lor each asset class as stated below:

Long-term Asset Allocation - Pension Trust

Broad Assét Class

8% 45% . 52%

5% 10% 20%

20% 25% 30%

15% 20% 25%
160%
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Long-term Asset Allocation - Healthcare Trust

Broad Asset Class Minimum  Target Maximum
“GlobatEdiny 53% 59% 65%
23% 28% 33%
8% 3% 18%
0% 0% 0%
100%

The investmant policy is expected to have a bigh fikelihood
of meeting the objectives outlined in the “Statement of
Objectives” section, which preceded this section.

The Investment Policy, including asset allocation, is intended
to provide a means for conirolling the overall risk of the
portfolio while ensuring that investment earmngs will

be sufficiently high to provide a funding source to offset
liabilities in perpetuity. The policy should not unduly
constrain the discretionary, tactical decisionanaking process
of the investment managers so that the funds earn the
highest total vetarns while remaining in accordance with
aceepted investment practices.

The Investment Policy and the asset allocation are
generated using certain markel assumptions. These
assumptions include the expected return and standard
deviation for each asset category and the expected
corretation coefficients among asset classes. When these
presumptions change, the policy needs 1o be re-evaluated
and possibly modified to compensate lor those changes.

Time Horizon

The asset allocation ranges established by this investment
policy represen: the Jong-term perspective. As such,

rapid unanticipated market shifts or changes in economic
conditions may cause the asset mix 1o fall outside the policy
range. These divergenees should be of a short-term nature.
The Director of Retirement Services will review the asset mix
of the Plan on a monthly basis and cause the asset mix to be
rebalanced ro within the policy range as neeessary and in
arcordance with the rebalancing guidelines set forth in this
[P5, Additionally, the Board will review the siraregic asset
atloration on at least an annual basis 1o determine if there isa
need 10 make any changes.

Risk Tolerances and Volatility

The Board recognizes the difficulty of achieving the
Systent's investment objectives in light of the uncentainties
and complexities of contemporary investment markets. The
Board also recognizes that some risk must be assumed 10
achieve the Systeny's long-term investment objectives,

In establishing the risk tolerances of the 1PS, the ability

to withstand short and intermediate term variability
were considered.

Consistent with the desire for adequate diversification,

the Investment Policy is based on the expectation that the
volatitity (the standard deviation ol returns) of the 1otal
Systern will be similar to that of the market. Consequently,
it is expected that the volatility of the 1otal System will be
reasonably close 1o the volatility of a comnitment weighted
compaosite of market indices.

Re-balancing of Strategic Aliocation

The System's asset ablocation will be reviewed velative
to the targets on a semi-monthly basis and action wil}
be taken to re-balance to within the target ranges by
means ol assey transfers ameng the categories.

When necessary and/or avaitable, cash inllows/outflows will
be deployed in @ manner consistent with the strategic asset
allocation of the System,

General guidelines [or re-balanging the portfolio are
as follows:

(1}  When the allocation 10 a particular asset class
deviates from its target, the asset class will be
re-balanced 1o within the pelicy range over the
following 60 days. The cash surplus within the Fund
will be used to rebalance the portlolios. If the cash
surplus is not sufficient, the following rebalancing
procedures shall be implemented.

{2} Transfersshall first be taken from asset classes above
the maximum range, then from asset elasses ahove
the target but below the maximum. if there is only
one manager in the asset class, wransferred assets
shall first consist ef cash in the portfolio. If the cash is
not sufficient, then the manager will be requested 1o
liquidate that portion of the pertlolio, which will result
in the wanager's portfolio coming within the specific
rargel range.,

(3)  Transfers shall first be made to asset classes below
the minimums, then 1o asset classes below the
targets, unless the managers in those classes are already
holding exeess cash or they feel it would be imprudent
to increase their size.

4) Al transfers should be made in accordance with the
cash managerment policy.

(5} Rebalancing for asset classes that bave deviated {rom
their targets, but are siill within their respective target
ranges, may remain at their allocations if the Director
and Consultant determine it would not be detrimental
1o the overall portfolio.
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Liquidity

The Board has authorized the Director of Retivement

Services 10 review the projected cash flow needs of the
System al least annually and indicate to the investment
managers the required liquidity. 1f necessary, cash flow
needs will be coordinated through the Systew’s rehalancing
procedures as described in the previous section. I additional
funds are requivedt from the System’s equity managers, the
Director wiil communicate the cash flow reguirements giving
achvanced wrilien notice so the managers have suflicient

tinle lo comply.

Diversification

Investments shall be diversified with the intent to minimize
the risk of large invesument Josses. Consequently,

the total portfolio will be constructed and maimtained

to provide prudent diversification with regard to-the
concentration of hnldings in individual issues, issuers,

or industries,

Specifically, no single investment shall exceed the
guidelines established under the Manager and Securities
Guidelines section.

Asa general rule, System assets placed with an invesiment
manager should not represent mote than 10% of that
INANAREr's assels.

General

Every investment manager selected to manage the Sysiem’s
assets must adhere 1o the following guidelines.

+ The investment manager will at all times be expected
to exercise dug diligence regarding his/her account
and to perform in a prudent manner and within the
specific terms of appeintment.

.

The manager will have full discretion to direct and
manage the invesiment and reinvestment of assets in
accordance with this decument, applicable federal
and state starutes and vegulations, and the executed
contract.

.

Benchmarks shall be specified for the invesiment
manager. It is expeeted that the managers will adhere
1o the style concepts and the investment principles
that wete in use at the time the Board appointed the
firm 1o manage a portimt of the System’s assets.

.

It is the Board's desire that an investment

manager be fully invested in his/her own asset class.
Hawever, the manager shall retain the discretion 1o
imvest a portion of the asscis in cash reserves. The
Board prefers that the managers hold under 8-7%
cash, Any manager who holds over 7% in cash on
average over two monihs shall notify stafl in wriving,

Il market conditions diviate, the manager may exceed
10% cash holdings with wrinen approval of the
Divecior of Retivement Services. The manager will be
evaluated against their peers on the performance of
the total assets under their management. Any iitent o
deviate Trom this strategy should be commumicated 1o
the Board prior 1o implemeniation.

Turnover standards shall be set whenever it is
appropriare 1o the mvesiment manager's style, the
asset class, or the return target. Trading expenses
shali be minimized and managed hy the investment
manager zid all transactions shalt be governed by
general “best execution” guidelines.

‘Fransactions thar would jeopardize the
tax-exempt status of the System should not
he underiaken.

The Board has the authovity 1o "vore” on all issues
presented to stockholders, but as a matter of practice
will designate an authorized third party to vote the
proxies. 1t is expected that the designee will vote for
the sole purpose of benefiting the benehetaries of the
Systewn and in accordance with the adopied general
proxy vouing guidelines.

The investment manager is expected to comply with
atl laws, reguiations, and standards of
ethical conduct.

Global Equity Investments

The primary emphusis of the global equity portlolio should
be on high quality, readily markeiable securities. The
investment managers employed Lo manage equity securities
will have discretion in the day-to-day management of funds
under their control, subject 1o the lollowing guidelines:

(1) Global equity securities (with the exception of
preferred stocks) shait be iraded on a national exchange
(including NASDAQ) and be substantialiy diversified.

The number of issues held, thelr geographic and
economic sector diversification shall be left to the
investmen! manager's discretion provided, however,
that the portfolio shalt be appropriacly diversified
as consistent with the manager's stated investiment
approach.

{2} The lollowing wansactions are pruhibiled:
= Purchase of stocles that are not publicly traded.
= Purchase of restricled stock.

» Sheort sales and purchases of securities on margin,
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(3}  American Depository Receipts (ADR's ) and Real Estate
Investment Trusts are permitted equity investments.

{4} The manager may enter into currency exchange
contracts {fotward exchange or fuwure) provided that
such contracts have a maximum maturity of ane year.
Furthermaore, any currency hedging shall be limited 1o
a defensive posture only. The use of such contraces is
designed 1o dampen portlolio volatility rather than lever
portiolio risk exposure. There shall be no direct foreign
currency speculation or any velated investment activity.
Cross-hedging will he permitted. Securities held in the
portiolio may be denominated in any currency at the
discretion of the invesiment manager. The investment
managet will include in hisher quarterly report to the
Director of Retirement Services and the Board a repon
on the status of the oustanding hedged positions.

Cash investments

The loHowing invesiment vehicles ave approved for the
investment of short-term Tunds of the System:

(1} Al LLS. Government and lederal agency issues,

(2) AN U5, Dollar denominated foreign commercial paper
that ts rated either Al or P1 by Moody's or by Siandard
& Poar's. 1f the issuer had public debi cuisianding, said
debt should not be rated below the 1op three letter ratings
(AAA, AA, A) of etther Moody's or Standard & Poor’s.

{3} It the issuer of commercial paper (CP) 15 a bank,
purchase of its CP is approved only when purehase
of its certificates of deposit (CI3's) is also approved.

43 Domestic and {mreign Certificaies of Deposit (CD's) and
Banket's Acceprances.

{5) Repurchase Agreements with banks and with broker-
dealers registered under the Securities and Exchange Act
of 1934,

(6) Reverse Repurchase Agreements - Only upon the specific
approval of the Retirement Board.

{7) Insured time deposits.

(B} ‘The custodial bank's Short Term Investment IFund
provided that said Fund satisfies the vequirements of
1 through 7 ahave.

Investment Grade Fixed Income

The investment grade lixed income portion of the Svstem’s
assets shall genevally be invested in investment grade,
marketable, hxed-income securities, although up ro

10% investment in below investment grade securities

will be permitted with written authorization of the Baard,
The investmeni managers employed 10 nlanage domesiic
fixed-income securities will have discrerion in the day-to-day
management of the funds under their cortrol.

The following instruments are acceptable for purchase:

(1) Commercial Paper ar Variable Rate notes of P-1 or
equivalent rating. Pools containing lower quality issues of
this security type (P-2 and P-3 or equivatent ratings} inay
be used where diversification reduces the quality nisk.

(2) Certificates of Deposit and Bankers Aceeplances.
(3} United States Freasury Bonds, Notes, and Bills.

(4} Repurchase agreements with 115, Treasury securities and
agencies of the U.S. Goverrument as cotfateral.
No reverse repurchase agreemenss will be allowed
without specific writien approval by the Board.

(5} Debt mstruments of the U.S. Governtuent or its agencies,

©) “Yankee" bonds issued by foreign countries and
denominated in dollars so long as they are razed
Baa/BEB or better by Moody's or Standard & Poor's,

{7) Tnvestment grade U.S. pay corporate deb issues
including those rated Baw/BBB o better by Moody's or
Stancard & Poor’s. Should a current holding fall below
this standard, the manager shall immediately notify sialf
of the downgrade and conler with stalf as o whether the
security will comtinue to be held or disposed. However,
investments in non-investment grade securities of BB or
B classification will be permitied up to 10% with written
authorization ol the Board.

The Fixed-Income investments shall he appropriately
diversified. The investment munager may engage in “active”
bond management and it is therelove anticipaied that there
may be turnover as shifts are made hetween and within
sec1ots, quality and mawviey.

No more than 10% of a single manager's assets shall be
invested in securities of any single issuer with the exception
of the U.5. Government and its agencics.
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High Yield Fixed Income and Bank Loans

The High Yicld Bonds and Bank Loaws portion of the

plan assets shall be invested predominantly in helow
investment grade securities and bank loans. The investment
managers employed to manage high yield and bank

loan instrumems will have discretion in the day-to-day
maragement of funds under their control. The High Yield and
bank loan managers shall have discretion 10 invest

in alt rhe instruments allowed for investment by the domestic
bond managers, plus the investments that

meet the following criteria:

(1} US corporate bonds, inchuding zero-coupon, step-up,
convertible, toggle and pay-in-kind bonds and Non-
dallar covporate bonds (which should be hedged), Private
placement securities, bank loans, paciicipaiions and

_assignments,

(2) U.5. dollay denowninated bonds issued by entities
net doriciled in the United States (Yankee bonds/ euro
bonds).

(3) U5 Treasury futures, currency torward or futures
contracts, and eredit default swaps may be used for
hedging purposes.

(4) MNo more than 3% of the portfolio shall be invested
in obligaiions of a single nov-governmental issuer.

(5} The wnmber of issues held, the sector and the
industry diversification constraints shall be detailed in
cach manager's investmeny guidelines. The pertfolio
shiall be appropriately diversified as comsistent with the
manager’s stated investment approach,

Convertible Bonds

The convertible bonds portion of the plan assets shall

be invested predominantly in convertible securities.

The Manager may invest in investment grade or below
investment grade U5, and nown- U5, conventible securities,
inchiding converiible bonds, convertible preferred stock,
bonds or preferred stock with warrants, and zero-and low-
coupon convertihles across the enrire credit quality spectrum.
{n addition, the investment manager can utilize convertible
structured notes issued by third parties, as wel as synthetic
convertible securities created by the invesiment manager.
The investment manager(s) erployed to manage

the convertible instrumenis will have discretion in the
day-to-day management of fimds under their control,

The convertible bond manager(s) shall have discretion 10
tuvest in all the instruments allowed for investment by the
domestic bond managers, plus the investments that meet the
{ollowing criteria:

(1} At the time of purchase at least 95% of the instruments
must have a minimum rating of B- or B3, or if unrated,
of a comparable quality rating as detetmined by the
investment manager. Should more than 5% of a portfolio
fall betow this standard, the investment manager shall
notify the Board of the downgrade tmmediately and
submit a plan for returning the portfolio to the standard.
Other eligible investmenis are ULS. Treasuries, U.S.
corporate bonds, (including zera-coupon, siep-up, toggle
and pay-in-kind bands}, non-U.S. corporate bonds,
private placement securities, bank ivans, participations,
and asstgnments.

(Z) U.S. dollar denominated bonds issued by entities
not domiciled in the United States (Yankee bonds/
curo bonds).

(3) U.S. Treasury futures, currency lorward or futures
contracts, and eredit default swaps may be used lor
hedging purposes.

() Nao more than 3% of the portiolio shall be invested in
ohligations of a single non-governmental issuer.

(5) The portolio shall be appropriately diversified by the
mnnber of issues held, sector, industry, and couniry
weightings, consistent with the manager's stated
mvestment approach.

Real Estate

The Board may elect 1o tnvest in coramercial, industrial,
and residential real estate or real estate related delx
instruments provided that:

(1) The real estate is defived as any real property within
the United States improved by multifamily dwelling,
industrial or conumerrial buildings,

{2) Real estate debt instruments shall be defined as
first mortgages,

(3} The [und shal at no time invest divectly more than
5% of the Pund's assets, valued at market, in any one
property, project, or debt instrument regardless of the
manner of the instrument.

Private Equity

Privawe markets investinents include, but are not timited 10,
ventuie capital parinerships, leveraged huyour funds, private
debt, and private placements. While it is expected that the
majority of these assets will be invested within the United
States, a portion can be allocated to non-U.S. investments,
Investments may be made in secondary investraents on an
opportunistic basis,
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It is expected that these invesiments will typically be
structered as Limited Partnerships, with the System

serving as ene ol the Limited Partners, but not as a General
Partner. W is also expected that the System will not engage in
divect investments or co-investments, in which the Sysiem
would purchase majority control in individual corporate
ertities, unless asthovized by the Board.

Opportunistic Strategies

Investment in any of the instruments or vehicles allowed
in other sections is also allowed in this section, Qther
investmenis are acceptable as long as they are appraved by
the Board in writing. In addition, investment i the credit
market is alsn allowed and may be implemented through:

1. Pooled funds; Separate accounts; Limited
Partnerships; or Limited Liability Companies;

2. Credit linked notes;
3. Drrect investment.
Absolute Return

Abscluie Return Funds, also called Hedge Funds, are
private invesiment vehicles that may not be registered with
the U.5. Securities and Exchange Commission (SEC); they
may be offered in Limited Parmerships ov Limited Liability
Company form.

The allowed Absolute Return Strategies include but are not
limited to :

1. Any of the following single stratepies:

a. Equity teng/shert including absoluie reourn
strategies specializing in emerging markets,
market capitalization, regional, sectoral or
global market subsets,

b, Eeuity Market timing,

¢. Short ov dedicated shorr;

d. Distressed securities;

e. Merger Arbirrage,

f. Evemt driven or Risk Arbirvage;
g Fixed Income Arbilrage;

h. Convertible Bond Arbitrage;

L LEquity Market Neutral,

j. Statistical Arbitrage,

k. Relalive Value Arbitrage;

l. Global Macro or Global Tactical Asset
Allocaion;

m. Managed Futures and Commedity Trading
Advisars (CTAS).

2. Multi-Strategy or Fund of Funds are also allowed
and combine several individual Absolwe Return
sirategies into a single portfolio. The combination
provides, in same ciretnstances, diversification of
risk in a single investment.

Real Assets

The following strategies are allowed, through both direct
investments and through equity investmems in companies
that are invelved with the following strategies:

a. Commodities
The strategy targets liquid investments m
the commodities markets via derivatives
(e.g. [utares and swaps). Certain stralegies may
also include, to a lesser extent, investinent
in physicals for forward delivery. Exposure
includes lour major commodity market sectors:
Energy, Agriculture/Livestock, Industrial Metals,
and Precious Melals. Expected total return
is due primarily 10 spot price appreciation,
secondarily 10 contract roil forward dynamics,
or the differential between spot and future price
(between near and longer term contracs); and
thitdly 10 modest collateral income.

The Real Asset program may employ both passive and aclive
commodity management. Examination of cash

collateral, in particular the quality of fixed income market
exposure, will be considered in risk mitigation.

b. Energy
The strategy targets both public and private
energy-related entities. The Energy investment
strategy consists of three segments: upstream,
midstream, and downstream businesses.
Opporttunities include core diversified global
conglomerates that may span across segmeis
and specific, conceniraed satellite investments
thai may focus on a specific Enerpy market
segment, Investments may include both
traditional {oil, nawural gas, coal} and alternative
(wind, sola) energy sources,

The Upstream Investment Strategy focuses on the production
of oil and gas, and includes pervoleum Exploration and
Production (R&P) businesses and power generation.

The Midstream Investmens Strategy focuses on transporting
the upstream producis from the source to the end user, and
includes storage and processing, as well as aillield services
{the equipment and services required 10 produce petroleum)
and electricity trapsmission equipment and services,
Midstream assets include pipelines, gathering and storage
faciluies, refining, power lines, and ransformer siations.
Services are alsa considered midstream elements, such as
cilfield equipment like dril bits, drill rigs, well trees, and
pealogic and mapping services. '
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The Downstream Investment Strategy locuses on the end
users of upstream production. Power generation is an end

uset of petroleum products, while houscholds and businesses

are the downstream users of power generation. Dowustream
assets can also be local distribution centers, such as home
heating oil distributors ov gas stations.

Each segment of the sirategy has different investment
characieristics, income profiles, and risks.

¢. Metals & Mining
Public equities in the Indusirial and
Precious metals-velated industries.
Investment opportunities include large core
diversified glohal conglomerates and more
specific, concentrated invesiments. Supply
chain position may include upstream,
midstream, and downstream companies.
Expected total return is due primartly 1o
appreciation and some income.

d. Public Agriculture-related
These investinents are made primarily in
Agriculture-related companies. Exposure
may include both traditional agriculiure and
livestock investments and rencwable energy
sources. Supply chain position
nay include upstream, midsiream, and
downstream companies. Equity-based
agriculture exposure ranges from upstream
producing companies (Le. growers) or those
who are closely relaied to them, suchas
seed and agricultural chemicals eomnpanies,
to downstream packaged foods producers.
Opportunities include core diversified
global conglomerates that may span actoss
segments and specific, concentrated satellite
investments that may focus on a specific
market segment. Expected tota] return is due
primarily to appreciation and some income.

e. Timberland
The strategy targets both public and
private Timberland Investment Management
Organizations, TIMO. The Invesiment
strategy inciudes investing in entities
that derive their returns [rom the growth
and harvest of timber, a renewahle and
biclogically growing asset. The investments
may include both planuations who wtilize

intensive managernent techniques to enhance

hiological growth and naturally vegenerating
strategies. The investnent strategy has
varying time horizons to liguidity, shorter
erm for softwoods .g. for pulp and lumber)

to longer term time horizon {e.g. hardwoods).

s

Infrastructure

Public and privawe investments in divect
physical assets, or a company that operates
assets that provide essential services to
socicty. Ranges from publiely held equities to
very illiquic private partnerships. Exposure
inchudes toll-oriented projects (e.g. roads,
bridges, tutinels), transpori-locused (e.p.
ratlroads, airports, seaports); regulated
utilivies e g. gas pipelines; watet/sewer
weatment facilities); and social services cg
schools, hospitals). High toll-orientation
affers inflavion protection. Expected total
return is due primarily to current income
and to a lesser extent capital appreciation.
Satellite strategies typically use more leverage
than core,

Typically, infrasiructure assers exhibit one or

more of the following qualities: monopolistic

or quasi-monopolistic, high batriers wo entry,

long term assets, and signifcant regulatory or
permitting constrains.

Farmiand/Agribusiness

This investment strategy targets the market
segment of agrieulture. Farmland consists of
IWo MAin property fypes: row and permanent
crop properties. Row crops are harvested
from sotl and are categorized as commodity,
(corn and soybean) and vegetable, (potaioes
and lettuce). Permanent crops grow on

trees and have three categories: citrus fruit,
{oranges and grapefraits); fruit, apples and
grapes); and nuts.

Infrastructure

This investment strategy targets the market
segment of wawer-related infrastructure,
assets, and properties, Investors may

souit view waler as an increasingly scarce
commodity, not unlike oil. ereasingly
stringent watet quality standards and the
adaplation of water systems to meet changing
climactic and hydrological conditions may
result in invesument opportunities in the
watey industry.
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Supervision

The Investment Manager shall continually supervise the
investment securities in the Fund, and shall purchase, sell,
substitute, redeerm, or convert securities, as they should
deem advisable.

Brokerage Policy

All rransactions effected for the System will be “subject
wo the best price and execwtion.” The lowest commission
rate nead not mean the hest realized priee. Exection
capability, price, and overall eflectiveness shall be
considered, along with comntission rate.

Any manager who is engaged in or has a direct pecuniary
interest in a business other than invesiment counseling, such
as a broker or dealer in securities shall not be permitted 1o
use such business with regard to the System assets without
prior written approval by the Board.

1f 2 manager wiilizes brokevage from the plan assets to effect
“soft dollar” transactions, detailed records will be kept and
communicated 1o the Board.

The System's investment managers shall lollow the divection
of the Board. It is the policy of the Board to instruct the
investment managers to ditect transaction orders to particular
broker-dealers, including equity, fixed income, both domestic
and international. The astruetions from the Board curvently
is for the investment managers 10 direct as much as possible
of the System’s commission business as is practirable,

subject to the best price and execution. The instruction and
direction is 10 be eonstrued within the normal activity of

the investmeni manager, with no increased or decreased
wrading activity to occur because of the instruction. Where
given discretion 10 establish and execiie transactions through
accounts with one or more broker-dealer firms as it may
select, the manager must attempt to obtain “best available
price and most favorable execution” with respect to all of the
portiolio transactions,

Soft dollars accumulated through the System's brokerage
program may be used to pay for any System expense
permitted under the regulations of the Department of Labor
{incleding, but not limited to, legal, accounting, education,
management, i) and approved by the Board.

Performance Objectives

Irwesmment performance will be measured quarterty but it is
not expected that the performance goals identified below will
be satisfied in any single quarter or year. it is expected that
these goals will be satished over a rolling live-year period or
a full market cycle. However, action by the Board with regard
W retention or dismissal of investment managers is

not precluded by virtue of these time periods.
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Totat Fund Investments

The towal fand’s performance, in aggregate, will be expected
to achieve a rate of return, which exceeds a fund henchmark
representative of the Asset Allocation ubjective as follows:

Benchmark

Specific guidelines and benchmarks are established below for
each category of managers. Generally, however, investment
managers are expected 1o perlorm within the 1op half of an
appropriate database, rank in the top hall of a database of
similarly styled managers, and earn an average return, which
exceeds an appropriaie mdex over rolling five year periods.

Managers are considered ta have achieved this objective

if their perforinance meets all guidelines on a cumulative five
vear annualized period. If the performance is longer than
e years, the manager is expected to satisfy the performance
objectives in a majority of the rolling five year periods.

Investment managers with less than five years of
experience with the Fund are considered 1o have
achieved performance objectives if their performance
meets guidelines in the majority of the annualized time
periods since inception.

If managers with less than five years experience with the
Fund fail 10 meet any investnent objectives, the inllowing
should be applied:

» ilamanager {ails to meet tnvestment objeciives
for one or two consecutive quarters, this may not be
a4 cause fl’!l’ {CONCEn.

» 1famanager fails Lo meet investment ohjectives
for three consecutive quarters, Ihey meril
probationary status.

+ il amanager [ails to mect investment objectives for
four cansecutive quarters, they should be
critieatty reviewed by the Board and considered for
termination. The Board may grant the manager an
extended probation after officially recognizing the
substandard perfermance.
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Passive Fixed Income investments

The objective far investment managers of the passive fixed
income component of the fotal port{olio is to achicve returns
equal 1o the appropriate index with minimal traeking error.

Active Fixed Income lnvestments

The objectives for investment managers of the domestic
fixed-incoine componemnt of the toral portfolio are:

(1} Earnan average annual veturn from income and
capital appreciation, which exceeds an appropriate
ndex (i.c. Bavclays Credit Index, ete.) over a rolling five
year time period net of fees. If the performance history
extends heyond five years, the manager will be required
to exceed the index over a2 majority of the rolling five
year periods.

Global Equity Investments

The objectives for investmentt managers of the domestic
equity component of the w1al portfotio are:

(1) Achieve returms which exceed an appropriate mdex, (e

Russell 3000, etc.) over a rolling five year time period
net of fees. I the performance history extends heyond
five years, the manager will he required o exceed the
index over a majority of the rolling {ive year periods.

Passive Equity Investment

The objective for investmen: managers of the passive
domestic equity component of the total portfolie is 1o
achieve returns equat to the appropriate index with
niinimal tracking ervor.

Global and International Equity Investments

The objectives for investment managers of the international
equity component of the total porifolio are:

(I} Achieve returns which exceed an appropriate index
over a rofling five year time period net of fees. 1f 1he
perlormance history extends beyond five years, the
manager will be required w exeeed the index over a
majority of the rolling five year periods.

High Yield and Bank Loan Investments

The objective for the investment managers of the High Yield
and Bank lLean component of the wtal partfolio are:

(I} Achieve rates of return, which exceed an appropriate
index (i.e. Merrill Lynch US High Yield Master index,
CSFB Leveraged Loan Index) over rolling five year time
periods net of fees. If the performance history extends
beyond five years, the manager will be required 1o
exceed the index over a majority of the rolling live
year periods.

Convertible Band Investments

The abjective for the invesrmen: managets of the
Convertible Bond component of the total portfolic are:

(1) Achieve rates of return, which exceed the Merrill tyneh
Global 300 Convertible Index over a rolling five year
time period net of lees. I the performance history
extends beyond five years, the manager will be required
to exeeed the index over a majority of the rolling five
vear periods.

Real Estate Investments

{1} Achieve returns which exceed an appropriate index, (i.c.
NCRIEF) et of fees over a five-year market cycle.

Private Equity investments

(1) Achieve returns, which exceed an appropriate index
{i.e., Venture Economics Privaie Equity ndex) net of fees
over a {ive-year market cycle,

Real Assets

(1}  Achieve returns which exceed an appropriate index
(i.c., Dow-Jones UBS Commeodity Index, SSgA
Brookfield Infrastructure Index) net of fees over a
{ive:year market cycle,

Hedge Funds

(1) Achteve returns which exceed an appropriate index
{i.e., HFRI Equity Hedpe Index) net of ees over a
five-year market cycle.

Monitoring of Money Managers

1t is the Board's policy 1o montior the portfolios of the
investment managers for prudent adherence o the approved
performance guidelines. Quartetly performance should be
evaluated to test progress toward the attainment of longer
term targets. It is undersiood that there ave likely 1o he
shorl teym periods during which performance deviates from
market indices. During such times, greater emphasis shall
be placed on peer-perfermance comparisons with managers
empleying similar styles. In addition, manager holdings will
be periodically monitored w ensure that they are adhering 10
expected investmend siyles and disciplines,
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Statement of Investment Policy «oninue

O a timely basis, thr Board shall meet to {ocus on:
+ Manager's adherence Lo the 1PS guidelines;

+  Material changes in the manager’s nrganization,
investmery phitosophy and/or persannel; and,

= Comparisons nl the manager’'s results Lo appropriate
indices and peer groups as described in the
pevformance objectives and conirol section.

The risk associater] with the manager’s portlotio, as measured
by the variabiliy of quanerly returns (standard deviation},
must not exceert that of the benchmark index and the peer
group without a carresponding increasr in performance
above the benchmark and peer group.

Major arganizarional changes alsu warrant immediate review
of the manager, including;

= Change in prolessionals

» Significant account losses

»  Significant growth of new business
»  Change in ownership

The performance of the Systent’s investment managers witl
be monttored on an ongoing basis and it is at che Board's
discretion to take corrective action by replacing a manager
il thry deem it appropriate at any time.

Pertodic Reviews of Manager Performance

The perlormance of each manager shnuld be reviewed versus
its benchmark at least every quarter. These benchmarks

will nmrmally consist of both asset class indexes and peer
group universes. Each manager's performance should exceed
their passive index benchmark net of lees and each manager
should be above the median of an appropriate universe over
most full market eycles.

As good managers will oceasionatly have poor performance
for several periods, there is some grace period permitted [or
perlormance to improve. Conversely, the performance should
he reviewed with sulficient frequency o permit identification
af substandard perlurmance as quickly as possible,

All managers will br reviewed continuously by the
Consultant, Stall, acd the Direcior. Undrrperforming
managers will he revirwed on a case by case basis, and
written recnrds shall be kept. Alt managers are subjret ta
termination at the Bpard's request, based on adviee from the
Crmsalbtant, Stafl, and the Director.

Extraardinary Reviews of Managers

If an event occurs withint 2 manager's organization or is
likely 10 impact the managers organization, the Director of
Retirement Services, shall make a determination whether
such event compromises the investinent process or in any
other manner might negatively impact the management of
the System's assets.

Such events would include bur are not Hmiter to;

a) Loss of any significant invrstment professional
direcily involved with the management of Plan
assets o7 of such sighificance to the manager’s
overall investment process as Lo call int
question the future efficacy of that process.

b} Sale, nffer for sale, or olfer 1o purchase the
manager's husiness in/by another entity.

¢} Significant financial dilliculty or loss of a
stzable portion nf the manager's assets
under management.

d} Filing or announcement of regulatory
action of non-trivial nature, particularly that
tnvolving violations of the Investmem Advisers
Act of 1940, the Securities Act of 1933, ov the
Securities Exchange Act of 1934, or any state Blue
Sky Law to which the manager is subject.

€) Any ather event which in the discretion of the
Director appear to put the Sysrem’s assrts af risk
of loss, either actual or opporunity.

Any of these events may trigger a due diligence visit 1o

the firm by the Investment Committee, Consultant, and/or
Staff, being placed on the waich list, being put on probation
or termination depending on the seriousness of the event
and the probability of itnpacting the management of the
System’s assels.

Please visit hitp:/Avww.sjretirement.com/Fed/Investments/
Investments.asp for a complete and most current Statement
of Investment Policy.
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Investment Professionals s

As of June 30, 2012

Global Equity

Artisan Partners LP
Global Vatue Equity
San Francisco, CA

Calamos
Glebal Convertibles
Naperville, 1L

Northern Trust Global Investments
MSCHACWI Index
Chicago, IL

Vanguard (Healtheare Trust)
Russell 3000

Developed Markets index
Ewmerging Markets Stock Index
Valley Forge, PA

International Equity

Russell Investments
MSCI EAFE Growth
MSCI EAFE Small Cap
Seattle, WA

Emerging Equity

Neorthern Trust Glebal Investments
MSCI Emerging Markets Index
Chicago, i

Domestic Equity

Eagle Asset Management
Smalt Cap Growth
5t. Petershurg, FL

Northemn Trust Global Investments
Russell 3000 Index
Chicagp, 1L

RS Investments
Smalt Cap Value
San Francisco, CA

Private Equity

Great Hill Partners
Boston, MA

80

Pantheon Ventures
San Francisco, CA

Partners Group (USHLP
New York, NY

Pathway Capital Management, LLC
frvine. CA

Domestic Fixed Income

MacKay Shiekds LLC
High Yield Aclive Core
MNew York, NY

Northern Trust Glabal lnvestmenis
Long Term Credit Bond Index
Chicago, IL

Russell Investments
Barctays U.5. TIPS
Seaitle, WA

Setx Investment Advisors LLC
Credit Distoeation
Upper Saddle River, N]

Vanguard (Healthcare Trusy)
Total Bond Market Index
Inflation-Frotected Securities
Valley Frirge, PA

infrastructure

Russell Investments
S&P Global Infrastrueture Swap
Seattle, WA

Commodities

First Quadrant {Pension &
Healtheare Trusts)

Risk Parity Commodity Index
Pasadena, CA

Credit Sutsse (Pension &

Healiheare Trusts)

Compnund Risk Parity Commodity Index
San Francisco, CA

Real Estate
Awmerican Realty Advisors

Glendale, CA

DRA Advisars, Inc.
New York, NY

Fidelity Investments
Bostont, MA

GE Asset Management
Stawnford, CT

Prudential Real Estale Investors
Newarlk, N

Opportunistic

G50 Capital Pariners
Direct Lending Accrung
New York, NY

Medley Capital LLC.
Opporwnity Fund 1
San Francisca, CA

White Qak Global Advisors, LLC
Direct Lending Account
San Franeisco, CA

Consultants

Albourne America LLC — Abseluie Return
San Francisco, CA

Meketa Invesiment Group
- General Consuliant
Carlsbad, CA

Custodian

State Street Bank & Trust Company
Boston, MA

Proxy Voting
Glass Lewis & Co. LLC

San Franeiseo, CA

Portfolio Overlay Services

Russell Investments
Seattle, WA
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Schedule of Investment Results for Pension Trust: . ss..

GROSS PERFORMANCE SUMMARY BY ASSET CLASS
Fer the Frscdf Year Ended fure 30, 2012

Tota! Fund {gross of fees) -2.4% 9.8% 1.3% 6.4%
Totai Fund (net of manager fccs) -2.5% 2.6% 1 1% 6 1%
Total Fund Wlth Overia)r {gross of fees) -3.0% - Q.6% 1 2% 6 4%
Total Fund Wn:h Overia)r (net of manager fees) -3 2% C 9.4% 1.0% 61%
Pohcy Benchmark -2.3% 10.1% |.9% 6.1%"
Master Trust F’ubllc i—unds > $l Bitlion (Medlan} i1% 119% 9% 6.6%
Totai Globat Equsty - N/A N/A N/A
MSCI ACWIEIME il. 3% -2.4% 6.2%
s L T YTV WP 7 ST ISR R T pr———
Total anate Equnty o L 9T7% 13, 2% - AT% - N/A
Venture Economics PE Composite (lagged one quarter) 9.6% F7.1% 6.3% 10.5%

K 'mtal Real Estate

NCREEF Property Index (Iagged one quar ter} . 8.9% 2.6% 8.3%

Tmta! Publlc leed lncome

Barclays U.S. TIPS

Barclays U.S. TIPS 1-5 Year

Barc!ays 1ntermed|ate Governrment Bond lndex

Tota! Prwate Debt

3-month LIBOR + 5%

Tot'al Real Assets o

o NA - N/A
Custom Risk Parity Benchmark N/A NFA
S&P Global Infrastructure Index . 8% NA
Dow Jones Commodities ULS. index -14.4% 3.4% -4.4%, 3.8%
CPI-U + 5% 6.7% 7.2% 70% 7.6%

Basis of Calculation: Time -Weighted Rate of Retumn

Source: Meketa Investment Group's Fund Evalualion Reporr
dated June 30, 2012
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. Schedule of Investment Resudts for Healthcare Trust

GROSS PERFORMANCE SUMMARY BY ASSET CLASS
For the Fiscal Year Ended fune 30, 2012

Total Fund {net of manager fees) -3.1% 4,2% 0.6% 0.6%
Poicy Benchmark 3.0% 4.72% 2.0% 2.1%
T A AT . X LT o T T L R T A T P f s N B Py Ty P T T T T TR I S ST RO 1 S m I TR TR )
Total Gilobal Equity -5.3% 64% . N/A 5.3%
Global Equty HC Policy Benchmark -5.5% 60% - -6.4% 5.8%
MSC ACW M -57% 5.8% -6.9% 5.5%
Total Fixed Income 2.6% 31% N/A  38%
Fixed Income HC Policy Benchmark 2.6% 3.1% 9.4% 3.8%
Barclays Aggregate 2.1% 24% 7.5% 3.5%
Barclays U.S, TIPS 3% 4.0%

B BT AL T TR R A RT3 Mg,_ T T T
Totil Real Assets - 700 -+ B _ \
Custom Risk Farity Benchmark -4.2% 27% -2.5% -$2.2%

Basis of Calculation: Time-Weighted Rate of Return

Source: Meketa Investment Group’s Fund Evaluation Report
dated June 30, 2012
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©  Investment Review .

 TARGET ASSET ALLOCATION /s of fure 30,2012

Equity (Public and private equity, and reot estatc) 45%

Fixed Income 0%
BZE Real Assets 20%
I-ledge [unds . 25%
TOTAL 100.0%

ACTUAL ASSET ALLOC.ATION (Pollars in Millions) As of fune 30, 2017

$iﬁ

millions

Equity

{Pubtic and private equity,

and real estate) % 110335 61.7%
Fixed Income % 28734 16t %
Real Assets % 153.87 8.6%
Short Terrm Investment Funds 3 242,85  13.6%
TOTAL 3 1,787.41  100.0%

Nori-GAAP Basis
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. Ih VeStme ht ReVieW __-.(C..'u.niiﬁi'if’.r'f)' i
.- HISTORICAL ASSET ALLOCATION {Actual)
© o June 30, 2003- fune 30, 2042

100
B8O
B0
40

20

MARKET VALUE GROWTH OF PLAN ASSETS -
" For Ten Years Ended fune 30, 2012 {Dollars in Milfiens)
2000

PS007

ioon |

05 06 07 08 0% 10 1

O
03 04 0% 06 07 08 09 1O 11 12
2 Opportunistic Real [state Domestic Fixed ncome
-« Cash Global Hxed Income internationai Equity

WA HighYield
TIPS

Real Assets
Private [ouity

Domestic Equity
Giobat Fquity

HISTORY OF GROSS PERFORMANCE"
FOR FISCAL YEARS 2003 - 2012
(Based on Market Volue)

20

s

0

I

-16.7%

03 04 05 06 07

84

08 09 10 31 12

HISTORY OF NET PERFORMANCE
FOR FISCAL YEARS 2003 - 2012
{Pased on Market. INet Violue)

63 04 05 06 07 08 09 10 11 12
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List of Largest Assets Held - T

LARGEST STOCK HOLDINGS {By Market Value) For
both Pension and Healtheare Trust As of june 30, 2012

Description Country Shares  Market Value ($US)
: IBRE ; Urited States 50629 % 6,133,638

Various Countries 41829 % 5609875

United States 395271 & 4,147 552

United States 110342 5 3277157

United States 5582 % 3237951

United States 10836t % 3,234.430

Uniled States 79217 % 3,144,123

United States 119581 § 3,079,684

United States 65330 % 3056137

' I O N DR LG R S gﬁ United States 137878 % 3026423

A complete list of portfolic heldings is avaifoble upon request, -
* Represents investments in the Heolfthcare Trust portfolio
LARGEST BOND HOLDINGS (By Market Value)
As af June 30, 2012
P Anterest . ' Market

-Courg:t:r.y\ -;3:_;__M?“.‘r"‘y*pa;t‘?-- Rate Value Value (§US)

2 United States 04/15/2014 F25 BO327083 % 82931287

- United States 011542020 £38 35727051 % 41538413

United States 0&/ 1542013 000 2540000 ¢ 2695575

United States 0540942014 C275 LB50000  § 2097438

T2 United States 04/05/2012 106 2025000 § 2025000

Urited States 04/15/2014 100 4016889 § 2019883

7 United States HO/24/2014 001 2250000 $ 1835274

. United States 08/0112014 2.00 1500000 §  1.689.375

United States 08/16/2017 1.0% 1750000 % 1682275

i f e Urmited States 06152013 1.00 635000 $ 1673831

B
ble upon request,

A complete fist of portfoﬁ holdings is uaﬂa
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.7 Schedule of Investment Fees =

For the Fiscal Year Ended fune 30, 2012

Investment Managers’ Fees

Global Equity % 2480131
Private kEquity 1 050,762
Real Estate 1,367,162
Giobat Fixed Income 582779
Cpportunistic 1,026,055
Real Assets 463,684
Short Term

TOTAL INVESTMENT MANAGERS' FEES . § 6,970,573

* Includes Cash in Managers’ Accounts; Non-GAAP Basis

Otherinvestmant Séivice Fees

Investment Consultant
Custodian Bank
ProxyVoting

Real Estate Legal Fees

Investment Legal Fees

TOTAL OTHER INVESTMENT
SERVICE FEES
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Schedule ok€ommissions

A

ABG SECURITIES LIMITED

ALLEN & COMPANY LLC

102.03

ANCORA SECIRITIES INC

765.44

AQUA SECURITIES LP

71.48

ASSET TRANSFER

349.70

AUTREPAT-DIV RE

218195

AVONDALE PARTNERS LLC

148106

B

20572

BANCO SANTANDER DE NEGGCIOS

BANQUE NATIONALE DU CANADA

40694

BARCLAYS CAPITAL

1,398.06

BARCLAYS CAPITAL INC LE

11.28

BLOOMBERGTRADERBOOK LLC

8,362.86

BMO CAPITAL MARKETS

9.436.12

BNP PARIBAS SECURITIES CORPORATION

54340

BTIGLLC

614.52

C

CANACCORDGENUITY CORP

790.24

CANACCORDGENUITY INC

48.19

CANTOR HTZGERALD & CO

38496

CHARLES RIVER BROKERAGE

157504

CIBCWORLD MARKETS CORP

2163

CIBCWORLD MKTS INC

60.00

CITATION GROUP

298.17

CITIGROUPGLOBAL MARKETS INC

§443,28

CIMGROUPGLOBAL MARKETS LIMITED

B469.11

CITIGROUPGLOBAL MARKETS UK EQUITY LTD

61591

CONVERGEXEXECUTION 5OLUTIONS LELC

8362

COWEN ANDCOMPANY, |LLC

1932

CRAIG - HALLUM

£91.12

CREDIT AGRICOLE INDOSUEZ CHEUVREUX

149.00

CREDIT AGRICOLE INVESTOR SERVICHS BANK

8083

CREDIT LYONNAIS SECURITIES (USA) INC

8403

CREDIT SUISSE SECURITIES (EUROPE) LTD

5319

38373

CREDIT SUISSE SECURITIES (U5A) LLC

DAVIDSTIN DA & COMPANY INC

351541

DEN NORSKE BANK

601,72

DEUTSCHE BANK SECURITIES HNC

3322

Non-GAAP Basis
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-Schedule of Commissions wcomimey ==

D (continued)

DOWLING & PARTINERS 33260
DOWLING & PARTINERS SECURITIES, L{C 1,455.36
E -

EVERCORE GROUP LLC 193.32
F B 3

FIDELITY CLEARING CANADA 5659
FIRST ANALYSIS SECURITIES CORP 1600
FRIEDMAN BILLINGS & RAMSEY 157936
GTRADE SERVICES LTD 14.72
GMP SECURITIES LP 401.24
GOLDMAN SACHS & CO 3,427.40
GOLDMAN SACHS INTERNATIONAL 77403
GUGGENHEM CAPITAL MARKETS LLC 364,16
HSBC BANKPL.C 59105
INSTINET 432.70
INSTINET UK. LTD 005
INVESTMENT TECHNOLOGY GROUP INC 2491481
INVESTMENT TECHNOLOGY GROUP LTD 180.66
5 GROUPING 2325.64
SLAND TRADER SECURITIES INC 565.24
TG INC 118.90
ITG SECURITIES (HK) LTD 748
| P MORGAN 47.00
| P MORGAN SECURITIES INC 37672
)P MORGAN CLEARING CORP 173673
1P MORGAN SECURITIES ASIA PRIVATE DBS 2613
P MORGAN SECURITIES INC 858.13
JANNEY MONTGOMERY, SCOTT INC 45496
JEFFERIES & COMPANY INC 290847
IMP SECURITIES 357.64
JONES & ASSOCIATES INC 35.70
JONESTRADING INSTITUTIONAL SERVICES LLC 6124
P MORGANSECURITIES PLC | 4406 |
IPMORGAN CHASE BANK, N.A. 128.45
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SChEdUIe Of CﬂmmiSSIOHS {Continted) LEE

KEEFE BRUYETTE & WOODS INC

624,02
KEYBANC CAPITAL MARKETS INC 754,36
KIM ENG SECURITIES {HK) LID 600
KING, CL, & ASSOCIATES, INC 129.27
KNIGHT CLEARING SERVICES LLC 60.00
KNIGHT EQUITY MARKETS LP 61852
L
LAZARD CAPITAL MARKETS LLC $ 2469
LEERINK SWANN AND COMPANY 900.17
LEK SECURITIES CORP 45820
LQUIDNETASIA LIMITED §2.24
LQUIDNETING 121713
MACQUARIEBANK LIMITED 39223
MACQUARIESECURITIES (USA) INC 15696
MAINFIRSTBANK DE 101.92
MERRILL LYNCH INTERNATIONAL 396,77
MERRILL LYNCH PIERCE FENNER & 5MITH INC 4251113
MERRILL LYNCH PROFESSIONAL CLEARING CORP 2276
MONNESS, CRESPI, HARDT & CO INC 129.27
MORGAN KEEGAN & CO INC 39.80
MORGAN STANLEY CO INCORPORATED 5.907.05
NATIONAL FINANCIAL SERVICES CORP 76.50
NBC CLEARING SERVICES INCORPORATED 144.80
NEEDHAM & COMPANY 12276
NESBITT BURNS 752.95
OMURA SECURITIES INTERNATIONAL INC 60165
OPPENMEIMER & COINC 1,225.72
PENSCOMN FINANCIAL SERVICES CANADA INC 70996
PERSHING LLC 63.074.9%
PERSHING SECURITIES LIMITED 7563
PICKERINGENERGY PARTINERS, INC 465.96
PIPER JAFFRAY ' 531152
PIPER JAFFRAY & HOPWOOD 367.24
PULSETRADING LLC 92.89
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Schedule of Commissions

{Caontinued) PRt ey e

RAYMOND JAMES AND ASSOQCIATES INC

RBC CAPITAL MARKETS

1509.60

RBC DOMINION SECURITIES INC

49540

REDBURN PARTINERS LLP

802.16

REYMNDERS, GRAY & COMPANY, INC

2574

ROBERT WBAIRD CO INCORPORATE

268888

ROCHDALE SEC CORP (CLSTHRL) 443)

119.00

ROSENBLATT SECURITIES }).C

53.38

1,463.69

ROYAL BANK OF CANADA

SANFORD C, BERNSTEIN LTD

546.76

SANFORD C BERNSTEIN CO LLC

i.484.82

SCONA CAPITAL (USA) INC

373.08

SCOTT & STRINGFELLOW, INC

216.60

SG AMERICAS SECURITIES LLC

£38.88

SIMMOMNS 8 COMPANY INTERNATIONAL

24700

SKANDINAVISKA ENSKILDA BANKEN LONDON

1823

SOCIETE GENERALE PARIS ZURICH BRA

4844

STATE STREET GLOBAL MARKETS, LLC

590574

STERMNE AGEE 8 LEACH INC

21004

STIFEL NICOLAUS 8 CO INC

166377

SUNTRUST CAPITAL MARKETS, INC

V6246

358.89

SVENSKA HANDELSBANKEN

TOWATERHOUSE CDA V377 6L
THINKPANMURE LLC 40.64
UBS AG 216.15
UBS SECURITIES LLC 55473
WEDBUSIH MORGAN SECURITIES INC 80679
WEEDEN 8 CO 7491
WELLS FARGCO SECURITIES, LLC 205696
WILLIAM BLAIR & COMPANY LLC 66395

WUNDERLICH SECURITIES INC

£.559.20

TOTAL

254.996.320
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Investment Summary - . e

As of fune 30, 2012

Aypeofdnvastment o Miiirr G e T e 88 Eaie Vall
Total Equity
: % 910753921 50.96%
96,589,741 5.40%
Estat 7 _ 96,010,542 5.37%
Total Equity % 1,103,354,204 61.73%
Total Fixed Income
SGIEha TR e 199,373,206 HI5%
anihc : inay i 87968,655 4.92%
Total Fixed Income $ 287,341,861 14.07%
Alternatives e : o o
Real Aksets i 153,867,397 8.61%
$ 153,847,397 B.61%
242 395 820 13.56%
StratinaEEe e AGlS A 432,803 0.03%
Total Fair Value** $ 1,787,412,085 100.00%

Note: The amounts presented above raay vary flom the amounts presented in the financiol staternents due to the investment sumr
mary presenting amounts at the monager level and the financial statements presenting amounts at the security Jevel,

* Includes cash to support synthetic exposure.
*#Includes Healthcare Trust assets.
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=~ Actuary’s Certification Letter T A

April 23,2012

Retirement Board of the Federated City
Employees’ Retirement System

! 1737 North 1st Street, Suite 580

San Jose, CA 957112

Dear Menmbers of the Board:

AL your request, we performed the June 30, 2011 actuarial valuation of the City of San Jose Federated City Employees’
Retirement System (“System™). The detatled valuation results with respect 1o the System are contained in our actuarial
valuation report issued January 17,2012, The purpose of the actuarial vajuation is 10 report on the financial condition,
including historical and expeeted future trends, of the System as of the valuation date; 1o determine the City's and
member eontribution rates for the fiscal year ending June 30,2013 and o provide uther disclosyre information
required under Government Aceounting Standards Board Statements No. 25 and 27. Historically, actuarial valuations
were performed every two years. Since June 30, 2009, actuarial valuations have been performed annuatly.

The funding methods adopted by the System are designed to spread the cost of benefits over each employec’s working
eareer as a level pereentage of pay. The funding ratic indicates the percentage of assets in the System compared to

the amount targeted by the funding method as of the valuation date. Variations in the expected eost of the plan are
amortized as a level percentage of expected payroll over closed 20-year penods {except the entire unfunded actuarial
liability as of June 30, 2009 is amortized over a ¢losed 30-year period).

At its October 2011 meeting, the Board adopted a number of assumption changes based on recommendations from
aur experience study. In pardcnlar, the Board reduced its investment retun assumption from the 7.95% that was used
in the prior valuation and the 7.75% that had been previousty adopted for this valuatian to 7.50%. The wage growth
assumption was also reduced from 3.90% iu the prior valuation to 3.25% in this valuation. Administrative expenses
and the Suppiemental Retiree Benefit Reserve (SRBR}, which had been implieitly vahied as part of the investment
refurn assumption, are now expicitly valued as an addition to normal cost {0.70% of payroli for administrative
expenses and (1.35% of the market value of assets for the SRBR}. The changes in assumptions are summarized in the
Actuarial Assumptions and Methods exhibits,

During the year, the System also experienced very significant changes in its assets and habilities, including a 14%
reduction in the number of active members and a 24% reduction in the expected payrall. The investment retum for the
year was nearly 19%, but due to asset smoothing, prior investnent losses ate still being phased in and as a result the
retirn on the actuarial value of assets was only 5.5%.

= Unfunded Actuarial Liobility (UALYSurplus: The UAL increased by approximately $20(1 million primarily due to
the assumption changes (5188 million).

v Funding Ratio: The ratio of the actuarial value of assets 10 the actuarial Hability declined since the last valuation
from 69% to 65% due to the assumption changes. The actuarial value of assets is smombed in order to mitigate
the impaet of investment performance volalility on employer contribution rates. Without the asset smoothing, the
ratio of the market value of assets to the actuarial liability increased from 60% to 649 cven with the impactof
the assumption changes.
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Actuary’s Certification:Letter comimeay - -

» Member Contribution Rate: The member contribution rate is a proportion (3/] kths) of the service normal
cost rate. The Member contribution rate increased from 4.68% to 4.82% due Lo demoyraphic experience and
from 4.82% to 5.74% due to the changes in assumptions.

» Ciry Comriburions: City contributions are a propovtion {8/11ths) of the service normal cost rate plus the
reciproeity normal cost rate plus an amortizalion payment on the UAL. City contibutians as a percent
of payroll increased significantly from 28.34% of payroll to 44.45% of payroll, However, the decrease in
: payroll exaggerates the increased cost to the City. The beginning of year conuibution amount increased
! from $87 mitlion to 3103 million due primarily to the assumption changes. Based on the prior valuation, the
i coniribution amount had been expected 1o increase o $105 million without all of the assumption changes.

More details on the plan experience for the past year, including the changes listed above aud their impact on the

i Jure 30,2011 valuation results can be fbund in our full report. In preparing our report, we retied without audit, on
information (some oral and soime writien) supplied by the City of San Jose Department of Retirement Services.
This information includes, but is notlimied to, the plan provisions, employee data, and financial information. We
.performed an informal examination of the obvious characteristics of the duta for reasonableness and consistency in
accordance with Acteanal Standard of Practice #23.

We have prepared the following information for inclusion in this Comprehensive Annual Financial Report (CAFR)
based on the June 30, 2011 actuarial valuation:
+ Summary of Actuarial Assemptions and Methods
* Schedule of Active Member Valuation Dara
Schedule of Retirees and Beneficiaries Added to and Removed from Rolis
= Notes to Required Supplementary Information
= Analysis of Financial Experience
* Solvency Test
+ Schedule of Funding Progress
* Summary of Plan Benefits

All historical information prior to the June 30, 2010 actuarial vafuation shown in these exhihits is based on
infarmation reported hy the prior aciuary, (Gahriel, Roeder, Smith and Company.

This letter and these exbibits were prepared exclusively for the purpose of completing required disclosures for
this CAFR.

We hereby certify that, o the best of our knowledge, this letter and the exhibits named above, which are based

on the information and data supplied by the City of San Jose Department of Retirement Scrvices, are work
products of Cheiron, Tnc. These work products are complete and have been prepared in accordance with generally
! recognized and accepted actuarial principles and practices which arc consistent with the Code of Professional

i Condugt and applicable Actuarial Standards of Practice set out by the Actuarial Standards Board. Furthermore, as
credentialed actuaries, we meet the Qualification Standards of the American Academy of Actuaries i render the
opinion contained in this letter and these exhibits. This letter does not address any contractual or legal issues, We
are not attomeys and our firm does not provide any legal services or advicc.

Sincerely,
Chetron
N % Y N
-
Gene Kalwarski, FSA, FCA, EA, MAAA William R. Hallmark, ASA, FCA,EA, MAAA
Consulting Actuary Consulting Actuary
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Actuarial Assumptions and Methods e

Actuarial Assumptions

1. Investment Return Assumption

Assels are assumed to earn 7.5% net of investment.
2. Interest Credited to Member Contributions
3.00%, compounded annually.

3. Administrative Expenses

0.70% of payroll is added to the normal cost of the system lor
expected administrarive expenses.

4. Future SRBR transfers

0.35% of the Market Value of Assets is added 10 the employer
normal cost 1o estimate the average net transler to the SRER.

5. Salary Increase Rate

Wage inflation component: 3.25%

In addition, the following merit component is added based on
an indivicdual member’s yeats of service:

'Mérﬁ:ﬁ/. E

..?fears'-pf.' Merit/
Service  lonhgevity

“Years of | Merit
‘Service ' Longevity -

4.50% S 060

350

6. Family Composition

Percentage married is shown in the lollowing Table B-2.
Male retirees are assumed 1o be three years older than their
partner, and female retirees are assumed to be two years
younger than thelr parener.

Percentage
80%
0%

7. Rates of Withdrawal/Termination

Sample rates of termination are shown in the following
Table B-3.

20% of werminating emplayees are assumed Lo subsequently
work for a reciprocal employer and receive 3.25% pay
imcreases per year,

0 Years of  1-4 Years 5 or more
Age . ; Years of
Service of Service . !
Service

20%
20
20
20
20

5.50%
5.30

20 185
0 £.75
20 0.00

20

* Withdrowalitermination rotes do aal annly ance & tamber is ekgilble for redrement

8. Rates of Refund

Sample rates of vested terminated employees electing a
relund of coniributions are shown in the following Table B-4.
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Actuarial Assumptions ard Methods conime

9. Rates of Disability 11. Rates of Mortality for Retired Disabled Lives

Sample disability vaies of active parlicipants are provided in
Table B-5.

lected Ag
Disability

0.030%
0033
0056
0.098

)

0232

0302
0376

0.455

0.504

i 0.000

30% of disabilities are assumed to be duty related, and 50%
are assumed Lo be non-duty.

10. Rates of Mortality for Healthy Lives Mortalily rates for disabled retirces are based on the

Moriality rates lor actives, retirees, beneficiaries, terminated CALPERS ordinary disability mortality tables from their
vested and reciprocals are based on the male and female 2000-04 study for miscellaneous employees.

RP-2000 combined employee and annuitant tables, To refleet

mortality improvements since the date of the lable and to

project future mortality improvements, the tables are projected

o 2015 using scale AA and setback two years. The resulting

rales are used for all age coborts.

0.0237%

0.0297
0.0365
0.0585
0.0881

0.1 100
0.1460
02154
(0.4140
08104
14464
24223
4.348%
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Actuarial Assumptions and Methods coninuea

12. Rates of Retirement

Rates of retirement are based on age aceording (o the
following Table B-8.

Less than 30 30 or more
Years of Service Years of Service

0.0%

0.0
0.0

0.0
0.0
175
85

8.3
85
9.5
9.5
160
6.0
16,0
160
250
250
250
B0
250
{000

13. Deferred Member Benefit

The benefit was estimated based on information provided
by the Department of Retirement Services. The daa used 1o
value the estimated deferred benefit were cvedited service,
date of termination, and last pay rate. Based on the data
provided, highest average salary was estimated,

14. Other

The contribution requirvements and henefy values of a

plan are calculated by applying actuarial assumptions to

the benefit provisions and member information, using the
actuarial funding methods described in the following section.

Actual experience of Federated will not coincide exactly
with assumed experiences, regardless ol the choice of the

R ES TR

assumplions, the skill of the actuary or the precision of the
many calculations made. Each valuation provides a camplete
recalculation of assumed future experience and takes into
account alf past dilferences between assumed and actual
experience. The result is a continual sertes of adjustments 1o
the computed contribution rate. From time (o tine i becomes
appropriate 1o modify one or more of the assumptions,

to reflect experience vends, but not random yeat-1o-year
fluctuations.

15. Changes Since Last Valuation

Actuarial assumptions have been changed, based upan
recormmendations from the 2011 actuarial éxperience study
that were adopied by the Board in October 2011, The changes
alfected the investment return, wage inflation, salary merit
increase, lamily composition, termination rate, disability rate,
retirement rate, healthy and disabled mortality, reciprocal
rate, and refund rate assumptions. For a eomplete deseription
ol these changes, please refer 1o the experience study report
dated May 12, 2011

Actuarial Methods
1. Acinarial Fanding Mediod

The Entry Age Normal actuarial funding meihod was used
lor active employees, wheveby the normal cost is compmted

as the level annual percentage of pay required to Tand the
retirement benefits between each member’s date of hire and
assumed retirement. The actuarial tability is the difference
between the present value of [uture benefits and the present
value of [uture normal costs and vepresents the target amount
of assrts the System should have as of the valuation date to
fund the henefits as a leve) percemage ol payroll.

2. Asset Valuation Method

Lior the purpose of determining the Employer's contribution,
an actuarial vaiue of assets is used. The asset smoothing
mcthod dampens the volatility in asset values that occur
because of fluctuations in market conditions, resulting ina
smoother pattern of contribution rates.

The actuarial value ol assets is calcalated by recognizing
20% of the difference in each of the prior four years of actual
investment returns compared (o the expected return on the
market value of assets,

3. Amortization Method

The unlunded actuarial liability is the difference beiween
the actuarial ltability and the actuarial value of assets. The
unlunded actuarial Hability as of June 30, 2009 is amortized
as a level percentage of pay over a closed 30-year period
commencing fune 30, 2009, Actuarial gains and losses,
assumption changes, and plan changes are amoriized as a
level percentage of pay over 20-year periods beginning with
the valuation date in which they first arise.
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Actuarial Assumptions and=Methods commua

4. Supplementat Retiree Benefit Reserve (SRBR) 5. Contributions

Beginning with this valuation, the SRBR balance is added At its November 2010 meeting, the Board adopted a policy
to the actuarial liability and 1he assets are included in the setting the City’s coniribution to be the greater of the dallar
actuarial value of assets. In prior valuations, the SRBR amouni reported in the actugnal valustion (adjusted for
balance was excluded lrom both rthe actvarial liability and the interest based on the time of the contribution) and the dollar
acruarial value of assets. _ . amount determined by applying the percent of payroll

reported in the actuarial valuation to the actual payrall

for the fiscal year. The City snd Member contributions
determined by a valuation become elfective far the fiscal year
cotmmencing one year after the valuation date.

Member Valuation Data

Percentage Change

Active count Ahh&aF:Paymii_ ~Average An nual Pay " Average Pay -
3274 69926 %
3818 78,788
4079 79,191
3942 73923
4,148 69,056
4479 65,408,

4,466 56,582
3,694 52423
3642 48403
3397 45310

*Years pror to 2009 ore increuses over o Dwayear porad, ol g0 eanuol nesedse

Chan

3000

ges in Retirants (Including B
: :

Annual - o InCre,
i h
Allowances | _‘.-.-Ar_lnuai_‘

L | Allowances

CAnnval |

" Allowances Qoum

3428
3.0H

= Years prioe wo 2009-201 0 ore increoses oves o two-yeos perad nat g aual increos:
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Sélvm&y Test. .- . | .

Retirees, Remaining Partion of Actuariat
Valuation  Active Member  Beneficiaries Active Reported Liabilities Covared b
Date Contributions and Other Members’ Assets* : . ec oy
. _ X g oares Reported Assets
Inactives Liabilities
(A) (8) Q) (A ) (&)
234574 3 687400 100% 3% 0%
242944 62716 100%
228967 B64074 100%
24527 743415
230,077 657,300
224875 451724
210377 332,103

* Actuarial Value of Assets Armotints in thousands

** Results prior to June 30, 2010 were colcutoted by the prior actuery
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Actuarial Analysis of FinanciatExperience

For the Ten-Year Period Ending fune 30, 2014
Change in Contribution Rate

For Plan Year Ended June 30,2011

2.69%
193%
12.55%
0.00%
1717%

291 %
303%
.24 %
-1.88 %
0.00%
5.30%

F63%
119%
522 %
0.00 %

Fof iPlan Year Ended june 30,2007% . - T
SAEPEHG % : 0.99)%

I.+4 %
000 %
0.00 %

0.15 %

1.77%
237 %
(0.59)%
0.00 %
3.55 %

278%
260 %
(2.48)%
0.00 %
0.00 %

290 %

(046)%
(1.62)%
0.00 %

151 %

{C.57)%

* Change in employer contribution rate for retirement onfy
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Summasyof Plan Provisions

1. Membership Requirement

Participation in the Plan s immediate upon the fivst day
of full-time enployment.

2. Final Compensation

Members who separated from city sevvice prior tp
June 30, 2001:

The highest average annual compensation carnahle during
any period of three consecutive years.

Members who separaled from city service om or after
June 30, 2001

The highest average annual campensation earnable during
any period of twelve consecutive months.

3. Credited Service

One year of service evedit is given for 1,739 or more hours
of Federated city service rendered in any calendar year, A
partial year (Iraction with the numerator equal to the hours
wotked, and the denominater equal to 1,739} is given for
each calendar year with less than 1,739 hours worked.

4, Member Coniributions
Member:

The amaount needed 1o fund 311 of benefits accruing lor
the current year. These contributions are credited with
interest at 3.0% per year, eompounded annually.

Employer:

The Employer contributes the remaining amounts
necessary (o maintain the soundness of the
Retirement System.

5. Serviee Retirement
Bligibility:

Age 55 with five years of service, or any age with 30 years
ol service.

Benefit - Member:

2.5% of Final Compensation [or each year of credited service,

subject to a maximum of 75% of Final Comnpensaiion,

Benefit - Survivor: 30% of the service retirement benefit paid
to 2 qualified survivor,

6. Service-Connected Disability Retirement
Eligibility:

No age or service requirement.

Benefit - Member:

2.5% of Final Compensation for each year of credited service,
subject to a minimum ol 40% and a maximum of 75% of
Final Compensation. Workers' Compensation benefits are
generally offset from the service-connected benefits under
this system.

Benefit - Survivor:

50% of the disability retivement benehi paid 10 2
qualified survivor,

7. Non-Serviee Connected Disability Retirement
Eligibility:

5 years of service.

Benefit - Member:

Members who were hired prior 1o Septemnber 1, 1998

The amount of the service-connected benelt reduced by
0.3% for each year that the disabituy age preceded 35,

Members who were hired on or after September 1, 1998;

20% of Final Compensation, plus 2% of Final Compensation
for each year of credited sevvice between six and 16 years,
plus 2.5% of Final Compensation [or each year of credited
service in excess of 16 years, subject 10 4 maximum of 75% of
Final Compensation.

Benefit - Su rviver:

50% of the disabitity retirement benefit paid o a
qualilied survivor.

8. Death while an Active Employee
Less than five Years of Scrvice, or No Qualified Survivor:

Lump sum benefit equal to the accumulated refund of all
employee contributions with interest, plus one month of
salary [or each year of service, up to a maximum of six years.

Five or movre Years of Service:

2.5% of Final Compensation for each year of credited
service, subject to a minimum of 40% and a maximum ol
79% of Final Compensation. The benehit is payable until the
spouse or registered domestic partier marries or establishes
2 domestic partnevship. Il rhe member was age 35 with 20
years of service at death, the beneht is payable for the lilerime
of the member’s spouse or registered domestic partner.

4, Withdrawal Benefus
Less than five Years of Service:

Lump sum henelit equal to the accunulated employee
contributions with interest.
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Summary Of P'an Benefits (ContinuedFe -

Five or move years of credited service:

The amount of the service retirement benefit, payahle at
age 35

10. Additional Posi-retirement Death Benefit

A death heneht payable as a lump sum equal 1o $500 wil] be
paid to a qualified survivor upon the member's death.

11. Post-retirement Cost-of-Living Benefit

Benefits ave increased every April 1 by 3.0%, regardless of
actual intlation.

12. Supplemental Retiree Bene ht Reserve (SRBR)

Each year, 10% of Excess Earnings, il any, are translerred

to the SRBR, and the SRBR balance is credited with interest
equal to the actual raze of return up to the actuarially
assummed investmem veturn, but not less than $0. The
interest credited Lo the SRBR halance is distributed 1o retivees
and benehciaries along with any balance (before interest
crediting) in excess of the minimum balance established by
the Board ($7,000 per retiree/beneficiary).
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Actuary'sdeertification Letter i

Other Postemployment Benefits {OPEB)

April 23,2012

VIA ELECTRONIC MAIL

Retirement Board of the Federated Ciey
Employees’ Retirement Sysicm

F737 North 1t Streel, Suite 580

San Jose, California 95112

Dear Menthers of the Board:

At your request, we perfored the June 30, 2011 actuanial valuation of the City of San jose Federated Retiree Health Care
Plan ("Plan"). The detailed valuation rcsults with respect tn the Plan are contained in our actuarial vafuation report issucd
January 13, 2012. The purpose of the actuarial valuation is to repoit os the hrancial condition, inctuding histaricat and
expected fiture trends, of the Plan as of the valuation date; to determine the City’s and member contribution rates for the fiscal
year ending Junc 30, 2013; and 1@ pravide other disclesure information required under Government Aceounting Standards
Board Staternents Ne, 43 and 45, Historically, actuarial valuations were performed every two years. Sinee june 30,2009,
acivarial valuations have been performed annually,

The funding methods adopted it colective bargaining and reflecied by the Plan in this vaiuation are designed to spread she
cost of benefits over each employee’s working career as a tevel percentage of pay. The funding ratio indicates the perecntage
of assets in the Plan compared to the amount targeted by the funding methed as of the valuation date. Beeause the effort

to fully fund the Plan was started rclatively recently with the eatire unfunded actuarial liability as of June 30, 2009 being
amortized over 30 years, the current funded status is refatively low. Variations in the expected cost of the Plan since June 30,
2009 are amnortized as a Jcvel percentape of expected payroll nver closed 20-year periods.

At its October 2011 mecting, the Brard adopted a numher of assumption changes for the pensten pian based on
recommipendations from ger experience study that alse applies to the vatvatinn nl this Plan. s particular, the Board reduced

its investment return assumption from the 7.95% that was used in the prior valuation and the 7.75% that had becn previeusly
adopied fnr this vabuation o 7,.50%. The wage prowth assumption was also reduced from 3909 in the pror valuation tn
3.25% in this valuation. At its November 2011 ineeting, the Board adopted assumptions specihc to the QPEB valuation,
including chanpes in assumed claims costs and a reduction in the expecied return on emnpleyer assets from 4.5% to 4.0%, The
changes in assumptions arc summarized in the Actuarial Assumptions and Mcthods exhihits.

During the year, the Plan experienced very significant changes in its censas, including a 14% reduction in the number of active
members, a 10% increasc in (ke number of retirees and spouses covered for retiree medical benefits, and a 24% reducion in
expected payroll. Other key results from the valuation are as follows:

* Unfunded Actuarial Liability { UAL Y Surptus: O a financial reporiing basis, the UAL increased $191.5 million from
$814.4 miltion 10 S1.009.9 million. The Aciuariat $iability increased $2 19.0 million and asscts increascd $27.5 million,

« Funding Rario: The mtio of the aciuarial valuc of assets (o actuarial Habilities remained at 12% since the tast valuation.

¢ Member Conribution Rete: The City has negotiated contracts with its fabor unions thai require hoth employee and
City contishutions to fund the Plan. The agreements call for a five year transition to fully fusding the Anaual Required
Contribution (ARC) under GASE 43 and 45 using a siraight linc mcthod with a limit of an annual increase of (.75%
of payroll fur the member and the City rate. The contributions for retiree medicad benefits are split evenly between
cmployees and the City, and the contribirticns fox retiree dental benchis are split in the ratio of cight to three with the City

Tt iwensTha ot Suh R derthagd D WINE EES T TP B Ty W02 s s Bt g
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.. Actuary’s Certification Letter o

Cther Postemployment Benefits (OPEB)

comributing 8711 of the total enntribution. The member contribution rate inereascd from 6.51 % w 7.26% of payrail.
Withowt the phase-in, the member contribution rate winld have been 14 47%.

i « City Contribuition Rate: The City eontribution rate inereased from 7.16% to 7.91% of payroll. Without the phase-in, the
: City comribution rate would have been §15.74%.

Mure details on the plan exporicnee for the past vear, ipcluding the changes listed ahove and theiv impact on these Juste 30,
2011 valuation results ean be found in our full report. In proparing our report, we rebicd withowt audit, oo informatinn (some
oral and spmc written) supplied by the City of San Jose Department of Retirement Services. This informatton includes, but
ts not limited 10, the plan provisions, employee data, and financial information. We pednrmed an informal examination

of the obvious eharaeteristics of 1he data for reasonableness and consistency in ageardanee with Actuartal Standands of
Practice #23.

We have prepared the following information for inclusion In the Actuarial Section of this Comprehensive Annuaf Finaneial
Report (CAFR) based on the June 30, 2011 aetvartal valuation:

+ Summary of Acwarial Assumptions and Methods

+ Schedule of Aetive Member Data

» Schedule of Retirees and Benalicfaries Added 1o and Removed from Rolls
+ Soivency Fest

+ Amnalysis of Financial Experienes

¢ Summary of Key Substantive Plan Provisions

ln addition, we kave prepared the followiog information for ibelusion in the Finaneial Seetion of this CAFR.
* Nuotes 10 Reguired Supplementary Information
» Schedule of Fuoding Progress
+ Schedule of Eoiployer Contributions

All historical information prior o the Tune 30, 2 () aetuarial vaiuation showo inn these exhibits is based on ioformation
repotted by the prior actuatry, Gabriel, Rogder, Smith and Company.

This letter any these exhibits were prepared exclusively for the purpose nf completing required tisclosures for this CAFR.

We hereby certify that, to the best of our knowledge, this Jeter and the exhibits named above, which are bused on the
information and data supplied by the City of San Jose Departiment of Retirement Serviees, are work products of Chetron,
Inc. These work products are complete and bave been prepared in accordance with generally reeognized and acecpted
actarial principles and practices which are conststent with the Code of Prifessinnal Conduer and applicable Actuarial
Standards of Practice set ont by the Actuarial Standards Board. Furthermaore, as credentialed actaries, we meet the
Qualification Standards of the Amcrican Academy of Actuarics o render the opinion eontained in this fetter and these
exhibits. This ctter does not address any contractual or Jegal issnes. We are not attomeys and our firm does not provide any
legal services or advice,

This fetter and the exhibits pamed above do not reflect fulure changes in benefits, penalnes, taxes, or administrative eosts
that may be required as a resnlt nf the Parient Protection and Affordable Care Aet of 2010, related tegistation, or regulations.

Sincerely,

Cheiron ’E‘-“_ﬂ‘

1 L n 12, 5/ L\Y“zf‘” 2y C/

Witliam R. Hallmark, ASA, FCA, EA MAAA Margaret A, Tempkin, FSA, EA, MAAA .
Consulting Actuary Principal Consuiting Actuary

Attachmoent
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Actuarial Asssmptions and Methods - .

Economic Assumptions:
1. Expeeted Return or Plan Assets: 7.50% per year
2. Expected Return on Employer Assets:  4.00% per year

3. Blended Discount Rate: 6.10% per year

4. Per Person C()s'; Trends:

Demographic Assumptions:

1. Retirement Rates:

The following rates of retivemnent are assumed for members
ehigible to retire.

Less than 30 30 or more

! ualdhcr Years of Service Years of Service

'Bzgi:i?r:g Pr.ew Me.di.care Dental 0%
. Medicare Eligible _ 00
2.47% . 4.50% 0.0

8.83 4,50 00

8.50 4.00 0.0

8.t7 400 17.5
7.83 4,00 85
o 8.5
7.50 4.00 8.5

7.7 400 9.5

6.83 400 9.5

160

160

160

160

250

250

250

250

250

100.0

Deduciibles, Co-payments, Out-of-Pocket Maximums, and
Anjual Maximum are assumed to increase at the above
trend rales.
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~Actuarial Assumptions and Methodsasmina -

Demographic Assumptions (Continued):

2. Termination / Refund Rates:

Sample rates of refund/termination are show in the fellowing
1able

0 Years of 1-4 Years . 3 or more
Age . . Years of
Service of Service Rt
_ Service

20%
20

20

Refu nd

4(1.0%

30.0

250

20.0

iS.0

10.0

4.0

0.0

3. Rate of Mor1ality:

Healthy Lives:

Mortality rates for actives, retivees, beneficiaries, terminated
vested and rectprocals are based on the male and female
RT-2000 combined employee and annuitant tables. To
reflect mortality improvements since the date of the table
and w project {uture mortaliey improvements, the tables are
projected to 2015 using scale AA and setback two years. The
resulting rates are used flor all age cohorts.

-(0.0237%
0.0297
0.0365
(0585
00381
O.1iot
0.1460
(12154
04140
08104

1.4464
24713
4.3489
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Actuarial Assumaptions and Methods commed R

Demographic Assumptions (Continued): 3. Salary Increase Rate:

Disubled Lives: Wage inflation component 3.253%

Mortality rates for disabled retirees are based on the In addition, the following merit component is added hased on
CALPERS ordinary disability mortality 1ables from their an individual member’s years of service.

2000-04 study for miscellaneous employees.

Years of Service Merit/ Longevity
4.50%
350
2.50
1.85
.40
.15
095
0.75
0.60
050
0.45
040
0.35
0.30
025
0.25

4. Disability Rates:

Sample rates of disability are show in the following table

50% of disahilities are assumed to be duty related, and 50%
are assumed to he non-duty.
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Actuarial Assumptions and Methods cosmmea T

Demeographic Assumptions {Continued): 10. Adminisirative Expenses:
6. Percent of Retirees Flecting Coverage: Inctuded in the average monthly premiums,
100% of emnployees are assumed 1o elect coverage a Changes Since Last Valuation

retirement. Future retirces” plan clections are assumed to
mitror currend retivee plan elections. Retirees who turn age
65 are assumed to be eligibie far Medicare. The lotlowing
rates are used 1o deterinine blended claims and contributions
for Tuture retirees.

Actuarial assumptions have been changed, based upen
recommendations from the 2011 actuarial experience study
for the San Jose Federated City Employees’ Retirement System
that were adopted by the Boavd in October 2011 The changes
affected the mvestinent return, wage inflation, salary meril
increase, fagaly composition, tenmnination rate, disabilivy
rate, retiretnent rate, healthy and disabled mortality, and
refund rate asswmptions. For a complete description of these
chunges, please refer to the experience study report dated
May 12, 2011. In addition, the cxpected return on employer
assels was reduced from 4.5 percent to 4.0 percent, and the
blended discount rate was reduced from 6.7) percent to

6.1 percent.

7. Family Composition:

90% of married males and 70% of married females will
elect spouse coverage in a medical plan at retirement. 100%
of employees with a spouse will elect spouse coverage ina
denual plan at relirement.

8. Dependent Age:

For current retirees, acraal spouse date of birth was used
when available. For future retivees, male retirees are assumed
to be three vears older than their partuer, and [emale retirees
are gssumed 1o be two years younger than their partner.

9. Married Percentage:

P_.'l.;._.rc entage
80%
&0%
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Actuarial Assumptions and Methods «oninea

Claim and Expense Assumptions:
1. Average Annual Claims and Expense Assumptions:

The foltowing claim and expense assumptions are applicahle
to the 12-month period beginning july 1 2011 and are based
on the premiums in effect on the valuation date. Subsequeru
years' costs are based on the trended first year cost adjusted
with wends listed above.

" Active Employees:

Male Female

5318
2,036

5516
6,477
7,243
7.695
7,798

Current Retirees:

_Blended "~ Age-Based - . .mplicit | Blended
Premium-. ~  Cost. © “Subsidy | Premium
6329 & s () g
6329 78 L (1,042
6,329 : 485 619
6.329 g 5336
5570 4y
5570
5,570
5570
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-~ Actuarial Assumptions and Methods «ouima=

Current Retirees, continued

i

Premium
5952

8lended Age-Based
Cost

”Implicit Blended
Subsidy Premium

Age-Based Implicit
Cost Subsidy

5952
5952
5952
5570
5570
5570
5570

$ (2197) 5643
(579} 6692

583 7975

5020 11,763

(725) 5,167

19 5,706

6,152

6,350

Bienided.
Premium

Agé-Basad
Cost

6,689

ased

(806)

742
5,906
88

55%0

FOO

6472
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Actua{ia} Assumpti-@tﬁﬁ and Met h‘OdS (C ontinued)

Currvent Retirees, continued

“ , O5%Fe -
Blended Age-Based implicit Blended Age-Based Implicit
Premium Cost Subsidy Premium Cost Subsidy

9,370

$ {4584

7192

9370

(3.032)

8.529

9,370

(1,041)

10,164

3,370

4614

b,992

7282

(962)

7.282

138

7282

1015

6.740

7,282

1,534

Age_-__Ba;ed

Premium Cost

Implicit
Subisidy

Tt

AgeBased . .

B841

(4.325)
(2.860)

(982)

4354

- implielt - :
T Subsidy . ]

{1441}

(669)
{55)

308

Blended
Premium

Tmplicit
Subsidy...-| -

$5,18%

$(1,060)

_ Implicit
Subsidy

(340)

233

57
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m=Actuarial Assumptions and Methods «canimed

Current Relirees, continued

Annual Premium

Plan {every age)

1,303

561

2. Medicare Part I Subsidy:

Per GASB guidance, the Part D Subsidy has not been rellected”

in this valvation.
3. Medicare Part B Premiunms:

Assumed that Medicare eligible tetirees pay the Medicare
Part B premiums.

4. Medicare Eligibility:
Ape 65

5. Annual Limits:

Assumed to increase at the same rale as trend.

6. Lifetinte Maximums:

Are not assumed to have any financial impact.

7. Geography:

Implicitly assumed to remain the same as current retivees.
8. Retiree Contributions;

Current retirees pay the difference between the actual
premium for the elected plan and the Kaiser $25 Co-pay Plan
rate, t the retiree is eligible to receive the explicit subsidy,

Futuie retirees are assumed 10 pay the following annual raies
(after reflection of the explicit subsidy).

Retiree.
631
364

‘Spouse
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Actuariai Assumptionszand Methods conimuen

Actuarial Methods 2. Asset Valaarion Method
1. Actuarial Cost Method The Actuarial Value of Assets is equal to the Marker Value of
Assets

The Eatry Age Normal actuarial funding method was used _

lor active employees, whereby the normal cost is computed 3. Amortization Method
as the level annual percentage of pay required w fund the
postemployment bencfits between each member's date of
hive and assumed retirernent. The acwarial lability is the
difference between the present value of Tuture benefits and
the presem value of future normal cost. The unfunded
acruarial liability is the difference between the acwaarial
liability and the actuarial value of assets.

The UAL as of June 30, 2009 is amortized over a closer
30-year period as a level percentage of payroll, and
subsequent gains and losses, changes in assumptions, and
changes in plan provisions are amoriized over 20-year
periods from the first valuation recognizing the change.

The claims costs are based on the fully insured premiums
charged 10 the City for the active and retiree population.

ember Counts

Valuation Daté
.05 of june’30,.

Under Age 65 -
3201
372
3988
3853
3734
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Axtuarial Assumptions and Methods conimesy 2 -

OTHER POSTEMPLOYMENT BENEFITS (OPEB)

M) _ (B)
652,157 135454 0%
515,284 108,01 1 0%
421,367 85.564 0%
335798 96,601 0%
370,886 81,288 0%

Summary of Key Substantive Plan Provisions:

Eligihility:

Medical:

Employees whe retire (include deferred vested members) at
age 53 with 15 years of service, or with a monthly pension
equal o at leasi 37.5% of final compensation, are eligible to
elect medical coverage upon retirement. -

Employees who become disabled with at least 15 years of
service or have a monthly pension equal 1o at least 37.5% of
finat compensation are eligible i elect medieal eoverage
upon relirement,

Spouses or domestic partners of relired members are allowed
to participate il they were envolled in the City's medical plan at
the time of the member's retivement. Dependent children are
eligihle 10 receive coverage until the age of 19 (24 il a full-1ime
student).

Surviving spouses / domestic partners / children of deceased
members are cligible for coverage if the following eonditions
are met:

Gain {oF 'Logﬁ} for Year

Amounts in thousands

Gain {or Loss) for Year.

Ending June 30,2011

$ 14,186 1

" Ending June 30, 2010

(35.166) ¢

(20980 §

[IBE,SSY}.

$ {152,537} i

Ampunts in thousonds

1. the employee has 15 years of service at time of death ar
is entitled to 2 monthly pension of at least 37.5% of final
compensation; and

2. hoth the member and the survivors were enrolled in the
active medical plan immediately before death; and

3. the survivor will receive a monthly pension benefit,
Denial:

Employees who retire or become disabled directly from City
service with at least five years of service or with a monthly
pension equal to at least 37.5% of final eompensation, ang are
enrolled in a City dental plan at retirement are eligible 10 eleet
dental coverage upon retirement. Spouses, domestic partners,
or children of retived members ave allowed 10 participate if
they were enrolled in the City's dental plan at the time of the
member's retirenent,

Surviving spouses / domestic partners / children of deceased
members are eligible for coverage if the lollowing conditions
are met:
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Actuariai Assumptions amd Methods onime

OTHER POSTEMPLOYMENT BENEFITS {OPEB)

1. the enaployee has five years of service at time of death ov
is entitled to a monthly pension of at least 37.5% of final
compensation; and

2. both the member and the survivors were enrolled in the
active dental plan immediately befote death: and

3. the survivor will receive & monthly pension benefit.
Benefits for Retirees:

- Medical:

The Retirement System, through the medical benefit account,
pays 100% of the premium for the lowest cost health plan
available to active City employees. The member pays the
difference il another plan is elected.

Effective January 1, 2011, the Jowest cost health plan is

the Kaiser $25 Co-pay plan. The single coverage amoun

is $496.04 per month, and the lamily coverage amount is
$1,235.16 per month. These amounts are not adjusted once a
retiree is eligible for Medicare.

Dental:

The Retirement System, through the medical benefit account,
pays 100% of the dental insurance premiums.

Premiums:

Monthly premmms before adjustments for 2011 are
as follows:

Non-Medicare Monthly Rates

LG T

527.38

313,18

496.04

123516

56240

t444.76

530.82

1.363.58

780.84

200670

736.78

-1.893.48

464.16

928.32

489.02

97804

60a.82

1.213.64

429.41

43240

{08.62

46.78

Cost Sharing Provisions:

It is assumed for the purpose of this valuation that the City of
San Jose will in the future maintain a consistent level of cost
sharing for benelits with the retirces. This may be achieved
by adjusting benefit provisions, contribuiions or both.
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The Statistical Section provides additional histarical
parspective, context, and detail in order to provide a more
comprehensive understanding of this fiscal year's financial
statements, note disdosures, and supplementary information,
which cover Pension Plan, and Ciher Postemployment Medical
Renefits. This section also provides a multi-year wrend of
financial and operating infermation 1o facilitate comprehensive
understanding of how the organization’s financial position and
performance has changed over time. More specifically, the
financial and operating infarmation provides contextual data
for the System's net assets, benefits, refunds, contribution
rates, and different types of retirement benefits. The financiat
and operating trend infermation is located on the following

pages.

- Statistical

City of San José
Federated City Employees’ Retirement System
Comprehensive Annual Financial Report

for the Fiscal Year Ended June 30, 2012




Statistical Review s2n

CHANGES IN NET ASSETS FOR FISCAL YEARS 2003-2012 (In Thousands)
PENSION BENEFITS (Schedule 1a)

Additions

ERR

Employee comeibutions § 2394 § 12395 13366 3§ 1339

Ernplayer contributions 39539 91,247 54958 - 54,566 67,08}
nvestrnent incarmel : ;

{foss)® 162373 § 133873 {60,101y 197755 {68903}
Totat additions to .

plar net assets H 186,535 8,223 ¥ 265,717 FORL 28,734

Deductions (See Schedule 2a)

Benefit payrnants

Death benefits

Refunds

Addrrirssirative exparses
and other

Total deductions
from plan net assets

Change in Net Assets

*Net of Expenses

POSTEMPLOYMENT HEALTHCARE BENEFITS (Schedule 1b)

Additicis

Employee contributions £

Ermployer contributions

Investment incorme!
{loss)®

Total additions to
plan net assets

(5.140)

35,689

|Healthcae insurance
DEMIMG

Adrninistrative expenses
and othes

Tota! deductions

from plan net assets 33,345
Changa in Net Assets | 5 234
..... i 2T : i

*Net of Expeases

Source: Pension Administration System
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S‘tatisti@ﬁi ReVieW {Continued) . e R -

BENEFIT AND REFUND DEDUCTIONS FROM NET ASSETS BY TYPE {In Thousands)
PENSION BENEFITS (Schedule 2a)

‘Age and Service Benefits

Retirees — Service % Fi444 H1.978

Retirees — Deferred Vested 6219 4,8¢0

Survivors — Service 1867 3,320

Survivors — [Deferred Viested 126 108

Death in Service Benefits 2,032 1,722

" Disability Benefits

Retirees — Duty f 49 3,25

Retiress — Non-Duty

Survivors — Dty

Survivors — Non-Duty

Ex-Spouse Benefits '

Total Benefits

Type of Refund o

Separation

Total Refunds

Fiscal Year 2004-05 data not avattable due to system fimitalians.

Seurce: Pension Administration System
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St at EST. i Cqa I REVi eW (comin teed)

BENEFIT AND REFUND DEDUCTIONS FROM NET ASSETS BY TYPE (I Thousands)
POSTEMPLOYMENT HEALTHCARE BENEFITS (Schedule 2b)

Age and Service Benefits .

Relirees - Service

Medical

Deritat

Rerrees - Deferred Vested®

Medhical

Drantal

Surwivars - Serwce

Medweal

Drentat

Survivors - Dieforred Vested®

Medical

Dreral

‘Death in Service Benefits h
Medicat

Brentst

“Disability Benefis

Retirees - Dy
Medicat
(Cental

Retirees — Mon-Dhaty
Medical

Ereatal

Survivors - Dty
IMedical

125
30

Brantal

Survivors - Non-Day
t4edical

Dental
) Ex-Spouse Benefits
" Medical

Erentat
Ifnplicit Subsidy Meiticat:: _ _
Total Benafits ; )

Fiscal Yeor 2004-05 data net available due to system limitations.

EMPLDYER AND EMPLOYEE CONTRIBUTION RATES FOR FISCAL YEARS 2003-2012
{Schedule 3)

FiscalYear ** . . Employee Rate (%) Employer Rate (%) FiscalYear.

2003 1520 2008 21.98
1520 2009 23.56
2005 F7.42 2010 24.01
2006 [7.12 2001 29.55%=
2007 2198° 2012 3550

Some Bargaining units negotiated temporary higher rates,
*# Some borgdining units negotioted temporary higher member cantributian rotes, which directly offset the City's contribution rate.

*
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Retired Member by Type of Benefit | | g

PENSION BENEFITS
As of fune 30, 2012

Monthly Benefit ~ Number of Retirees
Amount & Bepeficiaries L 2 3 5 & 7

$6-500

501 1000
1001500
15012000
2001-2500
1501.3000
3001-3500
350:-4000
4(01- 4500
4501-5000
5001-5500
5500-6000
&000-6500
6501-7000
Over $7000
TOTAL

Bl

L3 Nol No-N ol ol R SN BE

*Retirement Codes *OPTION DESCRIPTIONS

Service A Unmodified - 50% Continuance
Survivor {survivor of active employee) B

Option 1: 100% Continvancefreduced pensinn
Service Connected Disobifity

. € No Survivor - No Continuance
MNon-Service Connected Disability

Continuance (survivor of retired employee)
Deferred Yested
Ex-Spouse

B R da L Mo —

POSTEMPLOYMENT HEALTHCARE BENEFITS
As of fune 30, 2011

Amount Monthly Benefic

ineligible/Deferred
31 -60

$61 - 250

$25t - 500

$501 - 730

$751 -1000
Ower 1,000
TOTAL

Source; Pension Adininistration System
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-~ Average Benefit Payment Amounts:-

PENSION BENEFITS
As of fjune 30, 2017

Retirement Effective Dates 0-5 6-10 i1-15 16-20 21.25 26-30 3+
As of 6/30/2012 B
Average Monthly Benefit®

$ 5255
$ 3920
831

L $ 2982
$ 5280
&19

Average Final Average Salary
Number of Retired Members**
Period 7/312010 to &/30/201 3
Average Monthly Benefit

2835

Aveng.Finai Awerage Salary

Number of Retired Membars¥**
Period 7/1/2009 to 673012010 *"
Average Monthly Benefit®

Average Final Average Salary
MNurnber of Retired Members**
“Period:7/1/2008 to 6/30/2009. .
Average Monthly Benefit*

Awerage Final Average Salary

Number of Retired Members**
Period 7/1/2007 to 6/30/2008 - =
Average Monthly Benefit*

Average Final Average Salary

Number of Retired Member s#¥
Period 7//2006 to 6/30/2007
Average Morthly Benef*

Average Final Average Salary
MNumber of Retired Members**
Period 7/1/2005 to 6/30/2006-
Awverage Monthly Beneﬁt*. N

Average Final Average Salary

MNumber of Retired Members**

#  ncludes Cost of Living Increases
**  Does nat include Survivors ond Ex-Spouses

Informgtion presented in the gbove toble is not readily avaitable prior te fiscal year 2006,

Source: Pension Administration System
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Average Bemefit Payment Amounts g

POSTEMPLOYMENT HEALTHCARE BENEFITS
As of June 30, 2012

; Yea
Retirement Effective Dates 0.5 6-10 11-15
As of 6/30/2012

16-20 21-25 26-30 31+

Average Health Subsidy 426 797 932
MNumber of Health Parfirpants® - 66 580 800
Swverage Dental Subsidy ta7 08 107
Murnber of Drertal Participants® 245 540 800

Period 7/1/2010 ro 6/30/2011
Average Health Subsidy

928
711
142
708

MNumber of Health Participants®

Average Dental Subsidy

Number of Dental Participants®
Period 7/1/2009 1o 6/30/2010.
Average Health Subsidy

MNumber of Health Participants®

Awerage Dental Subsidy

Number of Dental Participants®
Period 7/1/2008 16 6/30/2009, &
Average Health Subsidy

Mumber of Health Participants®

Average Dental Jubsidy

MNumber of Dentat Participarts*
Period 7/1/2007 to 6/30/2008

Average Health Subsidy 737 785
Murnber of Health Participants* 497 382
Average Dental Subsidy 94 28 -
MNumber of Dentat Participants®* 456 580
Average Health Subsidy 678

MNumber of Health Participants® 459

Average Dental Subsidy 97

Mumber of Dentat Participants® 431

Period 7/1/2005 1-6/30/2006" - '

Ayverage Heatth Subsidy 6l4

Murmber of Heaith Participants* 46

Average Dental Subsidy 94

MNumber of Dental Part:cipants® 397
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Retirements During Fiscal Year 2011-2012

SERVICE RETIREMENTS

ADAMS, JOHN
ADIKARA, THERESIA
AIZUMI, SUSAN
AJLUNE, THANE
ANNING, SUSAN
ARCCHIGA, LAURA
ARCVALO, MANUTL
AVILA, TERESA
AYALA ANNA
BALLS, ALAN
BARBACUCIA, SH{ARON
BARROS, JOHN
BEDARD, ANN

BETTENCOURT, MANUEL

BICKFORD, JAMES
BOGGESS, EILEEN
BORTDH.USSE RICHARD
BOUJA, SANDRA
BOWSER, ROBERT
BRATEN, PAUL

BRIM, THOMAS
BUCKERT, SABRA
BURNETT, JAMES
BURNTHORN, KENNETH
CANCHOLA, MARIA
CARMICHAEL, KARIN
CASTRO, GUILLERMO
CAVA, BERNADETTE
CAZARES, YOLANDA
CHANM, THIN-JUAN
CHEN, ANGELA
CHEUNG, ALICE
CHEUNG, DAVID
CHING, CHRISTOPHER
CLANTON, DANIEL
CLARK, WILLIAM
CLEMMONS, DERIEK
CORONADC, ROSALYN
COVICI, SUSAN

DA SILVA, CAROL
DARDIS, WILLIAM
DAVIS, GREG

DAVIS, SANDRA

DAWKINS-THAMES, PHYLLIS

DEISENROTH, LORIE
DENT, MOLLIE

DlAZ, MICHAEL
MMAZ, YOLANDA
DHRIGE, MHARR
POMINGUEZ, REBECA
DONOVAN, IRENE

EMAML, PATRICIA
ERNST, DON

EYCHNER, JANET
EZZATYAR, PARVIZ

EAY, PATRICIA

FERRIER, DENNIS
FITZHUGH, MARILYN
FORMAN, KATHLEEN
EREFTAS, DAV

GALE, GAY

GAMBELIN, CHRISTOPHER
GANGAR, KARNAIL
GARCLA, ERNEST

GARCIA, MICHAEL

GILL, MIKE

GLEATON, DDNALD

. GREEN, ESTLE

GREENBERG, CLIFFORD
GROVER, CHARLES
GUTIERREZ, NASARIO
UALL, CHARLES
HAM, JAMES
HANNON, MICHAEL
HARTWELL, KAREN
HAYNES, LAURA
HERNANDEZ, JOHN
HETNAR, MERED
HINAU, NEAL

RO, MICHAEL
HOLLOWAY, SANDIRA
HOLMES, CARLA
HOM, MARY
HORSTMAN, ELLEN
HOUSTDN, PATRICIA
HSIEH, MICHAEL
IDEMOTO), DIANT
JACOBS, TRACY
JAMISON, DEANA
JENSEN, PETER
JOHNSON, CYNTHEA
JOHNSON, SCOTT
JDUNSON, VICTORIA
JUSTO, RUBY

KAR, ANIL

KELSO, CHARLOTTE
KNIGHT, MARIA
LANGHORST, HILARY
LARSON, FLIZ ABETH
LEA-FUIIMOTO, DONNA
LEDOUX, KAREN
LEE, YOLANDA

Source: Pension Adminisiration Syslem
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LIGHT. JANE
LOMIBAQ, GLORIA
LOWENSTEN, PAUL
LUDWIG, DONALD
MACHADO, ROBERT
MAHAN, MARY
MAIRE, ROSEMARY
MANHEIM, THOMAS
MANUEL, ROMEO
MANZUR, NAGULR
MAUNG, MAUNG-WIN
MAYO, LORRAINE
MC CARTHY, SUSAN
MC LAUGHLIN, DDROTHY
MENZIES, STEPUANIE
MERRH L, THERESE
MERRILL, THOMAS
MERRIOTT, BONNIE
MEYERS, CHRISTINE
MILLICK, SHERRI
MINKS, DORENE
MIRANDA, MATILDE
MOJICA, MICHAEL
MOORE, JANIS
MURILLO, SANDRA
MURRAY, ANGELITA
MURRAY, RICHARD
NGUYEN, TRUNG
NIMITZ, STEPHAME
OCHOA, LETICIA
OLIVERCS, EIGAYA
OPHEIM, RORIN
ORTIZ, RICHARD
PAMBID, MERLYN
PARDO, MOSES
PEREZ, ANTONIO
REIELY, THOMAS
RENTERIA, SARAH
RILEY, CURTIS
RIVAS, JUAN
RODRIGUEZ, GENEVIEVE
ROGERS, LARRY
ROSALES, MARY
RUIZ. RICHARD
SANTOMAURO, ANTHONY
SHERR, LAURIE
SMITH, DANNY
SOHRABL, EBRAHIM
SOMERQ, ROGER
SOTIRHOS, JERRY
STAUFFER, SUZAN

STENDER, STEVEN
STUFFLEREAN, JONK
SUEN, ROWENA
THEISEN, JOSEPI
TONG, DANIEL
TORRECILLAS, RENITO
TORRES, JANET
TREADWELL, MARK
TUCKER, MARY
UEMURA, SUSAN
URIBE, JOSE

VADER, FRAN
VARGAS, TRANK
VASQUEZ, ILDA
WANG, CHUNGWAN
WEST, KATINA
WHARTON, JAMES
WHITE, ROBERTA
WOLFRAM, JOUN
YAEGER, STEPHEN
YORK, ROBERT
YOUNG, JUDY
ZONIC, DONALD



Retirements Dusing Fiscal Year 2011-2012 (coninuea R

DEFERRED VESTED RETIREMENTS

ROEMEIR, STEVEN
STONE, NEIL

BARRERAS, TODD
BOWENS-ATKING, SHERYL

DONATELLE PRGGY
FELKER, CYNTHIA

L0, AYUMURA
MARTINEZ, JOSL

CARNAHAN, PATRICK
CARRILLO, ALMA
CARSON, CONNIE
CHAN, BRIAN
COFFMAN, DOUGLAS
COMPOST. SHALOW
CUETO, MARIA
DIMONEY, ELLEN
PISHER, WAYKE

FREDERICK, SCOTT
FUNG, VINCENT
GADD, GEQRGE
GERVIN, LORRIE
GONZALEZ, MIKEL
HORWEDEL, LINDA

JDRDAN, BARBARA

KENELLER, KARIN
LEINDEMUTH, MARY

SERVICE CONNECTED DISABILITY RETIREMENTS

NONE

NON-SERVICE CONNECTED DISABILITY RETIREMENTS

STOLLMAN, DEBORAH

MATIHIUS, PAMELA
MC DONALD, BRUCE
MORENG, DAVID

MOTTL-PETERS. EYNETTE

NGUYEN, PATRICEA
NOSTAJA, JACKIE
NOVAK, SCOTT
QUINTANA, DANIEL

QUINTERG, GUADALUPT

Deaths During Fiscal Year 2011-2012

DEATHS AFTER RETIREMENT

AFONSO, LIONEL
ALLAN, LORRAINE
AUST, RICHARD
BACA, ROBLRT
BOMIOR, AlLIE

HIRATA, BOB
HURSH, FRANK
IHORE, LARRY
KEEHEM, TIMOTILY
KENNEDY, JOYCE

PADHLLA, DAVID
PATONAL RICHARD
PATTEL, MARGARET
POMNCE, LILY
RAMIREZ TENNIE

BORDLR, NICHOLAS KuUQ, CYNTHIA RUDY, TUGENE
BYERS, ELENDRE EARAGIONE, JOSEPH RUSCIGNG, RONALD
CHAVEY FRANK LYND, ODUS SALISBURY, DOROQTHY

COLLA, JOHN
DAVILA, ESTHER
IYETMERS, LORIS
DORFMAN, LORRAINE
GATHERS, JOAN
HALL, JAMES

HALL, KENNETH
HERNANDEZ, PEIIRO
HERNANDEZ, RALPH
1IERRON, STEVE

MASSUCCE, LOUIS

MC GOWAN-MIRABELLA, BETT
MONTHO, RAYMOND
MOORE, MAXINE

NELLANY, JOHN

NORWOOD, LINDA

NUNES, SANDRA

CYNEIL, DIANE

OLIVER, ROBERT

OVERSON, DIANA

DEATHS BEFORE RETIREMENT

BELTRAN, LEON
JOHNSON, GORDON
PETTIGREW, JEFFREY
SHIRALD), JEANNE

SAUCEDO, ALEONSO
SCHELI., CAROL
SGAMBATL, ROBERT
SHIELDS, BEVERLY
SPALDING, JOHN
TAKATA, NATSUYE
TENQRIO, FLORENCIO
TERSHUREN, ERIVEST
TOMLIN, JOHN
TUCKER, GAIL

TAA,LEQ

THANI, RICKY
UNTBERG, ERIC
UNGSON, EMMANUL
WENDILING, ANGELINA
WOIF, RICARDO

VAUGHN, MERLE

VEGA, ROBERT
WEAVER, VERNA
WESTHEIMER, RICHARD
ZUNIGA, RODOLFO

Source: Pension Adminisivation System
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